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IN THE UNITED STATESDISTRICT COURT

FOR THE NORTHERN DISTRICT OF CALIFORNIA

UNITED STATES SECURITIESAND No. C 00-4802 CRB
EXCHANGE COMMISSON,
FINDINGS OF FACT AND

Aantff, CONCLUSIONSOF LAW REGARDING
THE PLAINTIFF'SAPPLICATION
V. FOR A PERMANENT INJUNCTION
DAVID E. HTZGERALD, PACIHC GENESS
GROUP, INC,,
Defendants.

Now before the Court isthe plaintiff’s gpplication for a permanent injunction. Pursuant to Federd
Rule of Civil Procedure 52(g), the Court hereby issues the following Findings of Fact and Condusions of
Law. Theplantiff’srequest for apermanent injunction is herdby GRANTED.

. FINDINGSOF FACT

A Introduction

1. Thislitigation involves aland devel opment project known as the Rancho Lucerne Madter
Planned Community (“the prgject,” “the development,” or “Rancho Lucerné’) located in Sen Bernardino
County, Cdifornia. The prgject envisons acommunity with up to 4,257 sngle family homeson 1,375
acres, atwenty-sevenrhole “replica’ public golf course, and thirty acres of commercid property. The
deveoper of the project is Padific Golf Community Devdopment LLC (“Padfic Galf” or “the devdoper”),
aCdifornialimited lighility company. The manager and prindpd of Padific Gdlf is Mr. Manoucher
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Sarbaz.!

2. In the course of financing the project, Mr. Sarbaz has worked dosdy with the defendant
Padific Geness Group, Inc. (“PGG”), a broker-deder registered with the United States Securities and
Exchange Commisson (“*SEC” or “Commisson”) and the National Assodation of Securities Deders
(*NASD"). PGG underwrites munidpd securities, primarily in Cdifornia The defendant Mr. David
Fitzgerdd isthe Chairman and Chief Executive Officer of PGG.

3. In late December 2000, the SEC filed acomplaint and an gpplication for injunctive relief
agang the defendants, dleging thet they had violated various provisons of the federd securitieslansin
acting asthe underwriter for bond offerings usad to finance the project. That complaint now requiresthis
Court to determine whether it should permit the latest bond offering on the project to move forward, and, if
90, under whet conditions

4, Thefactud record before the Court isfarly complicated, so it isuseful to briefly outlinethe
dructure of these Findings of Fact and Condusionsof Law. In presenting its Findings of Fact, the Court
will begin with agenerd description of the project’s concept and the process for developing it. Second, the
Court will describe in more detal the people and entitiesinvolved in the prgject, induding Mr. Sarbaz and
Mr. FHtzgerdd. Third, the Court will turn to the defendants  role in developing and financing the project.
Fourth, the Court will describe the problems thet have been identified with the development, induding: ()
how the devel oper intends to repay bondholders, (b) the substantid amount of debt incurred on the project
and whether the developer can repay bondholders with proceeds from the project; () how proceeds from
the prior offerings have been used, and how proceads from the current offering will be used aosent an
injunction; (d) the nature of the deveoper’ s contracts with potentid buyers of the lots; and (€) the
deveoper’ sfalureto meet its projections. Fifth, the Court will review the sandard of care for municipd
securities underwriters. Sixth, the Court will summarize the evidence regarding the dleged
misrepresantations and omissons committed by the defendants. Findlly, the Court will briefly describethe
procedurd higtory of the suit.

5. In presenting its Condlusons of Law, the Court will begin by outlining the sandard for a

1 The Court will usethe term “deveoper” to refer to Padific Golf and Mr. Sarbaz collectively except
where otherwise indicated.
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permanent injunction issued under the federd securitieslavs. Next, the Court will describe what
conditutes aviolation of the securitieslaws  Then the Court will evauate whether the defendants violated
thoselaws, a@ther by employing adevice to defraud, making materid misrepresentations or omissons, or
engaging in apractice thet operates ssafraud. Findly, if it finds thet there were vidlations, the Court will
then condder whether there is areasonable likdlihood of future violations such thet the Court should issue a
permanent injunction.

B. The Project’s Concept and the Processfor its Development

6. The project islocated on a 1,375-acre Stein Lucerne Vdley, an unincorporated area of
San Bernardino County, Cdifornia. Lucerne Vley ispart of aregion referred to asthe High Desart.
Locd redtors etimate thet the population of Lucerne Valey is gpproximatdy 10,000 people. Lucerne
Vdley islocaed on the southwestern edge of the Mojave Desart and encompasses about 400 sguare
miles Theprgect is goproximatdy twelve miles esgt of the aty limits of Apple Vley, thirty-five miles
south of Bargtow, forty-five miles northwest of Y ucca Vdley, and twenty-one miles esst of Interdeate 15.
The nearest hospitd is gpproximatdy 17 milesto the wes, in Apple Vdley.

7. Mr. Sarbaz began deve oping Rancho Lucerne in 1988 by acquiring parcds of land thet
could be put together into one large development. \When Mr. Sarbaz firg acquired land, there was an
dfdfaranch on some of the property and afew homes, some of which were abandoned. Mr. Sarbaz plans
to develop Rancho Lucerne by condructing atwenty-seven-hole public golf course thet features replicas of
holes of other well-known golf courses around the world and by deveoping lots for the condruction of
homes by ether commerdd home builders or individud purchesars

8. In order to develop lots suitable for home congruction, two types of improvements are
necessty. Thefird typeis so-cdled “backbone infrastiructure” which conssts of the congruction of main
acoess roads, sawage lines and treatment fadilities, utility connections, and water lines. The second typeis
-cdled “inHract” improvements, which consist of connecting utilities to the individud lots, induding water
and sewage lines, and grading the individud lots. When both backbone infrastructure and inHtract
improvement are complete, the lots are known as “finished lots”  When backbone infrestructure is
complete, but inHtract improvements il need to be completed, the lots are known as* superpads”

9. The devd opment of Rancho L ucerne dependsin part on obtaining necessary government




United States District Court

For the Northern District of California

© 00 N oo o b~ W N P

e N i T =
N~ o 00 M W N R O

i
© o

N N DN DN DN N N N DN
o N o o0 A W N P, O

goprovas and parmits known as“entittements”  In April 1991, the San Bernardino County Board of
Suparvisors (“the Board”) gpproved a Generd Plan amendment. In August 1996, the Board cartified an
Environmenta Impact Report (“EIR”) for the prgject and changed its zoning dassfication. 1n July 1997,
the Sen Bernardino Planning Commisson gpproved a Madter Tentative Tract Map and aFind
Deveopment Plan for the Project.

10.  Theprgectisdivided into certain numbered “aress” Each area contains a certain number
of lots. Before spedific lots may be improved, the deve oper will need gpprova from San Bernardino
County of animplementing individua tract map for each area. Once an implementing find tract map has
been gpproved for an areg, the lots within that area can be improved and/or sold.

C. ThePrincipals

1. Mr. Sarbaz and Pacific Golf

11.  Padfic Gdf isalimited ligaility company formed under Cdifomialaw in gpproximatdy
1995 to srve as the deve oper of the project. Padific Golf has alimited operating history and no assets,
and is pursuing no development other than Rancho Lucarne. Mr. Sarbaz, who has acted as the managing
member of Padific Golf snce 1995, is the company’ s only employee. Mr. Sarbaz has no other employment
outside hiswork with Padfic Golf.

12.  Before Padific Golf became the developer for the project, acompany known as Fico
Investment Company (“Fico”) served asthe developer from 1988 to late 1995 or early 1996. Mr. Sarbaz
acted asPico' spresdent. Severd lavauitswerefiled againg Pico, and it isno longer an active company.

13.  Beforeworking on Rancho Lucerne, Mr. Sarbaz developed red edtateinthe Los Angeles
areg, induding smdl retall centersknown as“mini-mdlls’ or “srip mals’ and one smdl office building of
goproximatdy 30,000 square feet.

14.  Pxior to beginning hiswork on Rancho Lucerne, Mr. Sarbez hed only limited experiencein
deve oping planned communities From gpproximatdy September 1993 through the end of 1994 or early
1995, Mr. Sarbaz was involved in an investment group that purchased three unsuccessiul madter-planned
red esate deve opments from banks and the Resolution Trust Corporation in foredosure auctions: While
Mr. Sarbaz was involved in that investment group, none of those deve opments sold any lots to home
builders.
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15.  Mr. Sarbaz began hisinvolvement with Rancho Lucernein 1988 when various partnerdhips
he formed with family members began acquiring the land that now condlitutes the devdlopment. Those
partnershipsinduded Lucerne Valey Patners Wilshire Road Partners, Club View Partners, and Monaco
Invesment Company. Mr. Sarbaz' s partnersin those entitiesinduded his brothers sgter, wife, and
mother-in-law. Those partnerships acquired atotd of 1,362 acres of the project for gpproximatdy
$2,469,000, or, on average, $1,812 per acre. See Ex. 265 at 28 (LH01202).

16.  In1996 and 1997, Mr. Sarbaz' s partnerships merged into limited ligbility companies
known as Lucerne Vdley LLC, Wilshire Road LLC, Club View LLC, and MakasaLLC. Those entities
and Moneco Treeaures, Inc., now own the land comprising the development. Mr. Sarbaz isamanaging
member of Wilshire Road LLC, Club View LLC, and M&kasaLLC?

17.  Severd entities controlled by Mr. Sarbez have filed for bankruptcy. Club View Patners
filed for bankruptcy in 1993, Wilshire Road Partnersfiled for bankruptcy in 1994, and Jimen Partnersfiled
for bankruptcy in 1994. All of those bankruptcy petitions were ultimately dismissad. At thetime they filed
for bankruptcy, both Club View Partners and Wilshire Road Partners owned property within the project.
Creditors of Club View Partnersinitiated an involuntary bankruptcy proceeding in January 1997. That
petition was dismissad when Mr. Sarbaz reeched a settlement with creditors.

18.  Mr. Sarbaz was named as adefendant in five other collection lawsuits seeking unpaid fees
Default judgmentsin excess of $310,000 have been entered againg Mr. Sarbaz in four of those suits and
one of the suitsis dill pending. Mr. Sarbaz and his brother, Mr. Kourash Sarbaz, have dso sdttled another
auit in which they have agreed to pay cartain sumsto the plaintiff and her atorneys over time.

19.  Padfic Galf iscurrently in default of obligationsto pay the prindpa amount of bonds thet
were duein July 2000 and the interest on other bonds that was due on January 1, 2001, and January 15,
2001

2. Mr. Fitzgerald and PGG

20.  PGG hasbeen regigered with the SEC and the NASD since 1995. Thefirm's primary
businessis undewriting municipd bond offerings, primarily in Cdifornia

21.  Mr. Ftzgerdd has worked in the securitiesindustry since 1985 and spedidizesin municipa

2 The Court will refer to these companies callectively as“the property owners”
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bond underwriting. Mr. Ftzgerdd has licenses from the NASD that permit him to act asamunicipd
securities representative, amunidpa securnities prindpd, and auniform securities agent. Mr. Fitzgerdd has
sarved asthe leed invesment banker for the underwriting of over one hundred bond issuances snce 1989.

22.  Since 1995, Mr. Ftzgerdd hasworked as an invesment banker and has served asthe
Chairman of the Board of Directors and Chief Executive Officer of PGG. Mr. Hizgerdd owns
goproximatdy sixty-five percent of PGG. Mr. Arch Zdlick and Mr. Dan Y oung own the remaining thirty-
five percent of thefirm.

23.  Anundewriter of municipa securitiesis abroker-deder thet purcheses some or dl of the
bondsissued and attemptsto sl those bondsto investors: An undenwriter may assodiate with other
broker-deder firmsto sdl thebonds. The underwriter and associated broker-deders, if any, usea
preiminary offidd satement and an offidd satement that describe the invesment to solidt purchasersfor
bonds. Upon dodng of the offering, the underwriter provides acopy of thefind officdd datement to eech
purchasr. The underwriter earns afeefor its sarvices by buying the bonds a one price and sdling the
bonds a another price

24.  Inaddition to ther role as underwriter, Mr. Fitzgerdd and PGG dso served asfinancid
advisarsto the issuer on four bond offerings rdaed to the project in 1999 and 2000.

25.  On November 12, 1997, the Commissioner of Corporations of the State of Cdiforniafiled
acomplaint againg Mr. Fitzgerdd and PGG, dleging vidlaions of Cdifornia corporate securitieslavsin
connection with municipa securities offerings rdated to other land developmentsin Cdifornia On
February 17, 1999, Mr. Rtzgerdd and PGG entered into a settlement agresment under which the
defendants agread to the issuance of a Desst and Refrain Order by the Commissioner. That order requires
the defendants to conduct thelr business in accordance with certain disclosure and sales practices
requirements specified in the settlement and to pay part of the Commissoner’ slitigaion cods The
agreament can be dissolved after five yearsif the defendants do not vidlate itsterms. The Commissoner
later filed amation sasking a permanent injunction and civil pendties againg the defendants for dleged
violaions of the settlement agreement, but the motion was denied.

D. The Defendants Rolein Financing the Project

1. The Nine Offerings




United States District Court

For the Northern District of California

© 00 N oo o b~ W N P

e N i T =
N~ o 00 M W N R O

i
© o

N N DN DN DN N N N DN
o N o o0 A W N P, O

26.  Thepublicimprovementsfor the project have largdly been financed pursuant to the Marks
Roos Locd Bond Pooling Act (“Marks-Roos’), Cd. Gov't Code 88 6500 et seg. That Act enableslocal
government entities to callectively issue tax-exempt municipa debt as ajoint powers authority (*JPA”).

27.  Therehavebeen atotd of nine offerings by severd different entities that have issued debt to
financethe project. Those offeringsindude (1) the $4,430,000 Lucerne Valey Public Financing Authority
Revenue Notes 1996 Series A (“Firgt Offering”), which dosed on August 15, 1996; (2) the $3,750,000
Rancho Lucerne Valey Public Financing Authority 1996 Revenue Notes (“ Second Offering”), which
dosed on December 31, 1996; (3) the $10,000,000 Rancho Lucerne Vdley Public Financing Authority
Revenue Bonds $9,550,000 1997 Series A and $450,000 1997 Series B (collectively, the “ Third
Offering”), which dosed on July 31, 1997; (4) the $10,200,000 Rancho L ucerne Vdley Public Financing
Authority Revenue Bonds 1998 Saries A (“Fourth Offering”), which dosed on August 1, 1998; (5) the
$5,875,000 Chimney Rock Community Association Certificates of Participation 1999 Series B Offering
(“Afth Offering”), which dosed on December 31, 1999; (6) the $14,500,000 Chimney Rock Community
Asciation Lease Revenue Bond 1999 Series A (“Sixth Offering”), which dosed on January 19, 2000; (7)
the $14,000,000 Legends Golf Course Community Association Lease Revenue Bonds 2000 Series A
(“ Seventh Offering”),which dased on April 28, 2000; (8) the $8,500,000 Legend Golf Club Community
Assodidion Lease Revenue Bonds 2000 Series B (“Eighth Offering”), which dosad on June 15, 2000; and
(9) the $1.3,500,000 Desart Tortoise Public Financing Authority (‘DTPFA” or “Authority”) Revenue
Bonds 2000 Saries A (“Ninth Offering’”), which dosed on December 29, 2000.

28.  Eachoffeingissold by an Officid Statement describing the project and how the proceeds
from the bondswill be used. See Exs 244 (First Offering); 65 (Second Offering); 75 (Third Offering); 29
(Fourth Offering); 158 (Fifth Offering); 159 (Sixth Offering); 418 (Seventh Offering); 301 (Eighth Offering);
419 (Ninth Offering).

29.  PGG wasthe underwriter for dl nine of the offerings, and Mr. FHtzgerdd served asthe lead
investment banker for the offerings. Mr. FHtzgerad has read and participated in the drafting of eech of the
nine Offidd Satements  See Section |.D.3 infra, 1Y 42-47 (describing Mr. Fitzgerdd srolein preparing
the Ninth Officid Statement).

2. Mr. Fitzgerald’s Rolein Developing the Proj ect




United States District Court

For the Northern District of California

© 00 N oo o b~ W N P

e N i T =
N~ o 00 M W N R O

i
© o

N N DN DN DN N N N DN
o N o o0 A W N P, O

30.  Mr. Sabaz fird contacted Mr. Ftzgerdd in 1995 to seek assstance in financing the cogt of
congtructing the backbone infragtructure for Rancho Lucerne. When Mr. Fitzgerdd and Mr. Sarbaz met,
they discussed the possibilities for financing the project, induding bank finencing and municipal bond
finandng. Mr. Sarbez initidly sought financing under Cdifomia s Mdlo-Roos Community Fadlities Act of
1982 (“Médlo-Roos’), Cd. Gov't Code 88 53311-53317.5.3 Mr. Fitzgerdd and Mr. Sarbaz dected not
to pursue Mdlo-Roos financing, ingtead isuing bonds under Marks-Roos.

31l.  Mr. Ftzgerdd played an active rale in hdping Mr. Sarbaz move the devel opment forward.
1IN 1995 or 1996, shortly after discussing the project with Mr. Sarbaz, Mr. Fitzgerdd recommended thet
the devdoper retain Tyee LLC (*Tye") to andyze the feaghility of finendng theinitid dages of the
devel opment through abank loan. In January 1996, Tyee issued areport that recommended that PGG
proceed with a$5.1 million, two-year loan. The report expresdy disdlaimed offering any opinion on Mr.
Sarbaz sfinancid capacity or Satus as a deve oper, and recommended that PGG or the prospective lender
invedtigate his finances further. The report was addressad to Mr. Fitzgerald, who tedtified thet he read it.
SeeEx. 243 a CDC 653-%4.

32.  InApril 1996, Mr. Ftzgerdd met with representatives of the Lucerne Valey Unified
Schoal Didrict (“LVUSD”) about forming a JPA to issue bonds to finance the public improvements for the
proect. The LVUSD sarvesthe areain which the development is being built and operates a high school
adjacent to the project. Mr. Ftzgerdd dso met with representatives of the Waterford Public Finance
Authority, with whom Mr. Fitzgerdd and PGG hed worked on other bond financings The LVUSD ad
Waterford formed the Lucerne Vdley Public Finance Authority, which issued the Fre Offering on August
15, 1996.

33. LVUSD dffiddsexpressad concans regarding the feashility of the project and the vaue of
the land used as security for the Hrgt Offering. Asaresult, the LVUSD withdrew from the JPA in

2 Under Mdlo-Roosfinandng, alocd government agency may issuetax-exempt bondssecured by liens
on spedific parces of red property. Bond proceeds finance the congtruction or acquidtion of infrasructurein
red edtate development projects. The bonds are repaid through specid taxesthat aloca government agency
(cdled a*Community Fedlities Digrict”) imposes on prt located in thefinandng didrict. Thebondsare
neither generd obligationsof themunicipa issuer nor per: debtsof the property owner's. TheMédlo-Roos
Satute requires thet the land provided as security for the debt have a current gppraised value thet is et leest
threetimestheamount of debt to beissued. Thet reguirement isknown asthe threeto-one vdue-to-lienratio.
See Disdosure Guiddines for Land-Based Securities (“Guiddines’), Cdifornia Delt Advisory Commission,
1996, “Introduction” Section, &t i, ii, iv, 19, 32.
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ubsequent offerings: See Section |.E.2.ali infrg, 1Y 70-77 (describing the LVUSD' s concerns).

34.  Inlate December 1996, Mr. Ftzgerad met with representatives of the City of San Joaguin
about joining the JPA to replace the LVUSD. Mr. Ftzgerdd and PGG had worked with San Joaguin on
other bond finandings. San Joaguin is gpproximeatdy 200 miles from Lucerne Vdley. Waterford and Sen
Joaguin formed the Rancho Lucerne Vdley Public Finance Authority on December 19, 1996 and
performed the Second, Third, and Fourth Offerings on December 30, 1996, July 31, 1997, and August 1,
1998, respectivey.

35.  OnMay 16, 1997, Mr. Ftzgerdd sent amemorandum to Mr. Sarbaz regarding Sepsthe
developer had to teke to advance the project. See Ex. 67. Mr. Fitzgerdd told Mr. Sarbez that he should
obtain a second gppraisa on the property on the ingtructions of the Authority. Mr. Fitzgerdd dso told Mr.
Sarbaz that he should “ secure I etters of intent/commitment from merchant builders and Redtors to sl
‘paper’ lots upon completion.” Mr. Fitzgerdd dso indicated that Mr. Sarbaz should “go after the loca
paper and kill their reporting efforts” Fndly, Mr. Fitzgerdd wrote

e Sdtel il sy te sttormt e el

forth. Itistimefor you to get your act together and fight these bettles yoursdf indteed of

asking othersto do so on your behdf.

36. In June 1997, while Mr. Sarbaz wasin Turkey, Mr. Ftzgerdd sent severd memorandato
Mr. Sarbaz in preparaion for the Third Offering. InaJune 29, 1997 memorandum, Mr. FHitzgerdd
expressed surprise & Mr. Sarbaz' s esimate of $35 million for the cogt of public improvementsfor thefirst
phase of the project. See Ex. 71. Mr. Fitzgardd wrote “Isthis[the $35 million etimate] right? If so, we
have mgor problems snce you are placing far and away to much debt on 480 acres. Y ou will haveto
encumber many other propatiesto mekethisfeasble” 1n aJune 30, 1997 memorandum, Mr. Fitzgerdd
“drongly suggested]” that Mr. Sarbaz return from Turkey to meet with investors “as quickly aspossble”
Ex. 72. Mr. Ftzgerdd dso asked Mr. Sarbaz to provide three | etters from merchant builders voicing
interest in buying bulk lots for the project.

37.  Atleast 9nce 1998, Mr. Ftzgerdd spoke with severd of the project’ s contractors about
the datus of tharr work and about future offerings. In particular, Mr. FHitzgerdd met or spoke with offidds
from Kiewit Pacific Company after Kiewit Sopped work on the project in 1999 because it was not being
pad. Mr. Fitzgerdd aso discussed the project with Environmenta Enterprises, the public improvements

9
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contractor, and Forsgren, the generd contractor for the golf course,

38.  Mr. Ftzgadd has vigted the Ste of the project goproximatdy fifty times Hevidted the
property in December 2000 prior to the Ninth Offering.

39.  Whenisauing the bonds, PGG generdly recaives the bonds & a discount from par and sdls
them a or near par, thereby generating profit for PGG. Since 1996, the broker-deder firms participaing in
the nine offerings for Rancho Lucarne have recaved gpproximatdy $7 millioninfess Of thisamourt,
$2.95 million has been paid to PGG. PGG'sfeeisdgnificantly higher then the average underwriters fee
reported by the Cdifornia Debot and Invesment Advisory Commisson (“CDIAC”). The defendants
maintain thet their fees on the Rancho Lucerne project are higher then average because they incur additiond
cogts by performing more extengve due diligence.

40.  Mr. Atzgardd dso hasinterestsin Rancho Lucerne beyond hisrole asthe underwriter.
Since 1996, Mr. Ftzgerdd, Mr. Zdlick, and Mr. Y oung have been the prindipas of U2ivever, alimited
lighility company of which Mr. Ftzgerdd halds thirty-five to forty percent. U2ivever hasajaint venture
rdationship with Pedific Golf and is entitled to ten percent of the developer’ s profits on Rancho Lucerne
after the payment of dl bond indebtedness.

41.  Theseeventsare not the only occasons on which Mr. Ftzgerdd has played aguiding role
inthe prject. Histesimony indicates thet heisintimeately familiar with the development, its progress and
its progpects for success. He has played a sgnificant rolein moving the project forward much fadter then
Mr. Sarbaz would have been able to accomplish without Mr. Fitzgerdd s assstance,

3. Mr. Fitzgerald’sRolein Preparing the Ninth Official Statement

42.  TheOffidd Statementsfor each offering have been prepared by PGG or lavyersworking
with PGG. Mr. Sarbaz and his planning consultant, Mr. Ray Johnson, have provided information regarding
the prgect to PGG and the lavyersinvalved in drafting the Officdd Satements The firg three Officd
Satements were drafted by the law firm of Hanagan, Mason, Robbins, Gnass & Corman, which dso
saved as disdosure counsd for the issuing authorities Thelast Sx Offidd Statements, induding the Ninth
Officd Statement, were drafted by the law firm of Ogden Murphy Wdlace, PL.L.C. (“Ogden Murphy”)
of Seettle, Washington, initsrole as*undewriters counsd.” Ogden Murphy has not served asthe
disclosure counsd, but ingtead is retained directly by PGG. Ogden Murphy has not been retained to

10
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protect the interets of prospective purchasars of bonds.

43.  Mr. Philip Miller isthe atorney a Ogden Murphy who has been in charge of preparing the
Officdd Satements. Mr. Miller dso drafted the prdiminary Officid Statement for the Ninth Offering and
st it to Mr. Ftzgerdd. Mr. Fitzgerdd reed drafts of the prdiminary Officid Statement and provided
commentsto Mr. Miller. Mr. Miller then revisad the prdiminary Officid Statement and hed it printed. The
preliminary Officd Statement was used by PGG to solicit purchasars for the Ninth Offering. Mr. Miller
a0 prepared thefind Offidd Statement.

44,  Mr. Miller dso sent adraft of the Ninth Offidd Statement to Mr. Sarbaz by dectronic mail.
Mr. Sarbaz reviewed portions of the Ninth Officad Statement. In the draft that Mr. Miller sent to Mr.
Sarbaz, the Statement dreedy contained the section entitled “Developer’ s Profit” that gppears on page 34
of thefind verson.

45.  Inthesummer of 2000, Mr. Fitzgerdd met with representatives of the Mariana Ranchos
County Water Didrict (“MRCWD”) to discussits particpation in the DTPFA and the gatus and plansfor
Rancho Lucarne. In duly 2000, Mr. Ftzgerdd sent the MRCWD aletter answering detalled questions
about the project and predicting that the deve oper would earn a$10 million profit. See Ex. 318. Inthe
letter, Mr. Fitzgerdd aso represented that “[t]he Devel oper expects to execute contractsto sdll Aress 2, 3,
7 & 8inthe near future, resulting in the redemption of more than $9,000,000 in outstanding municipel
debt.” Following these discussons, on November 1, 2000, the MRCWD became amember of the
Authority.  On November 18, 2000, when the Authority authorized the Ninth Offering, the developer il
did not have acontract to sl Areas 2 and 3. Mr. Fitzgerdd falled to inform ether the MRCWD or the
Authority of thet fact.

46.  In November 2000, Mr. Fitzgerdd prepared aterm sheet for the Ninth Offering, as he had
done for the prior eight offerings. Induded in the term sheet for the Ninth Offering was an explanaion of
how the devel oper expected to make a profit from the project. At aworkshop with the members of the
DTPFA on November 18, 2000, Mr. Ftzgerdd presented the term sheet and explained the offering. Mr.
Fitzgerdd predicted thet the devd oper would redlize prafits of $65 million to $8 million from phase 1 of the
project. Mr. Ftzgerad dso didtributed to the attendees aletter dated November 16, 1999 from Mr. Lee
Hill, an gppraiser who assessad the vaue of the 467 lotsin phase | a $23,850 per lot. Moreover, Mr.

11
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Fitzgerdd told the participants thet the project was nearly ready for road paving and thet he expected the
paving to be completed in December, even though he knew & thetime thet dl congtruction of public
improvements rdating to the water and sewer and roads had been hdted on the indructions of the Sen
Bernardino County Land Use Sarvices Department and that further congtruction could not proceed until
that ingruction was withdrawn and the generd contractor was pad.

47.  Mr. FAtzgerdd made additiond presentations concarning the Ninth Offering to the Authority
on December 2, 5, and 9, 2000. At one or more of those meetings, Mr. Fitzgerdd told the participants
that the devel oper had obtained an offer from amerchant builder for 114 lots at the expected prices. Mr.
James Woody, who atended these medtings as the secretary of the Authority and arepresentetive of the
MRCWD, undersood Mr. Ftzgerdd to say that the merchant builder was offering to purchesethe lots a
prices congsent with those assumed by Mr. Hill in his November 16, 1999 gopraid letter. Mr. Ftzgerad
faled to inform the Authority thet the devel oper hed a sdles agreement a prices ranging from eighteen to
twenty-two percent below those assumed in Mr. Hill’ sgpprasal.

E. Problems Identified with the Project

48.  Throughout the course of developing Rancho Lucerne, Mr. FHitzgerdd and PGG have been
mede avare of severd potentid problems with the project. Among other issues, various etities have
expressed concerns about whether the devel oper will be able to repay bondholders with proceeds from the
project in light of the subgtantia delot the project hasincurred.

1. How the Developer Intendsto Repay Bondholders

49.  Thedructure and terms of eight of the nine Rancho Lucearme bond offerings have been
largdy identical. In each case, the bonds are payable soldy from the potentia revenue from the project and
do not condtitute adelt of the issuer or any other governmentd entity.

50.  Thebulk of the bond repayments-induding for the Ninth Offering--are to come from
“Prgject Impact Rembursament Fees” which are fees the devel oper has pledged to pay from the proceeds
of lot sdes Those fees are secured by liens thet the developer and the rdevant property owner have
agreed to impose on lots pledged as security property for each of the bond issuances. Asaresult, full
repayment of the bonds is entirdy dependent upon the developer’ s aaility to develop lots and sl them a
prices sufficient to retire the outstanding lienson thelots
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51. TheOffidd Satement cautions “No represantation has been made regarding the
aufficency of potentia Project Impact Reimbursement Feesto repay theBonds” Ex. 419 a 16. There
are verd other warnings that no assurances can be given that the Project Impact Reimbursement Fees,
the deve oper’ s resources, and foreclosure on the red property (ather individualy or in combingtion)
would result in sufficient proceeds to repay thebonds. Seeid. at 16-17, 19, 21, 29, 34, 35-44.

52.  Someof the debot from the earlier offerings has been retired in the course of subssquent
offerings. However, none of the delot thet has been retired was paid by revenues from the project.
Insteed, dl of the debt that has been repaid was financed through additiond offerings. The Ninth Officid
Statement does not disdlose that fact.

2. The Debt Incurred on the Project and Whether the Developer Can Repay
Bondholders

53.  Theprgect isencumbered with subgtantial debt. In the course of the eight prior offerings,
the project hasincurred goproximatdy $70.8 million in detat, of which gpproximatdy $53.7 million is
outstanding. The debt from those offerings that has been retired, gpproximatdy $17.1 million, was repad
through additiona bond offerings, nat from project revenues. If the Ninth Offering isfully sold, the project
will have been encumbered with gpproximetdy $84.3 million in debat, of which gpproximatdy $63.9 million
will be outstanding.

54.  TheCfficd Satement for the Ninth Offering identifies the bonds outstanding from the
ealier eght offerings. For each of these prior bond issuances, the Officid Statement provides the total
amount of bondsissued, the maturity date, the shortfal in remarketing the bonds, the remaining prindpd
baance outstanding a the dose of the Ninth Offering, and whether the bonds arein default. See Ex. 419
a 89. TheNinth Officda Statement does nat, however, present asngle figure showing the total amount of
delt on the project asareault of dl of the earlier offerings.

55.  Asarealt of thissubgantid deht, the SEC damsthet the prgject isfinanddly infeesble
According to the Commisson and its experts, the debt outstanding on the project--and the bonds

+ Approximatey $3.2 million of debt from the earlier offeringswill be retired with the proceeds from
the Ninth Offering (induding $2.35 miillion in certain bonds thet were exchanged directly for the bonds
condtituting the Ninth Offering and $0.9 million in bonds thet will be retired by the developer with procesds
fromland purchases), so the Ninth Offering will not increese the amount of outstanding on the project
ovedl by the full $13.5 million of the Ninth Offering.
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condituting the Ninth Offering in particular--cannot be repaid with revenues from the project. To support
that contention, the SEC dtesthe totd amount of encumbrances on the deve opment, the gopraised vaue
of the land as determined by one of the SEC' s experts, and the condusion of another expert retained by the
SEC that neither the superped Iats nor the finished lots will be sufficiently vauable to be sold & prices thet
will pay off the delat.

56.  Thereisno digoute among the parties about the totd encumbrances created by the nine
offerings. However, thereis subdtantia disagreament between the parties regarding the revenues which will
be derived from the project and the vaue of the land as determined by the gppraiser retained by the
deve oper.

\
a Feasibility Studies Performed for the Developer

57.  Beforemeding Mr. FHtzgerdd, Mr. Sarbaz had hired severd conaultantsto asss himin
andyzing the cogts and fessihility of developing Rancho Luceme. Severd of thase consultants andyzed the
project assuming that the developer would use Marks-Roos financing, and some of the reports were ether
incomplete or otherwise unhdpful in assessng the vaue of the project.

58.  In 1993, Mr. Sarbaz retained Mr. Hill to appraise the vaue of the property. In 1995, Mr.
Htzgerdd recommended thet the devel oper do retain Tyee to andyze the feaghility of finenang the initid
sages of the development through abank loan. At trid, the vdidity of the vauations performed by Mr. Hill
were disputed by the parties

I. The Tyee Report

59.  Tyeeisalimited lidbility corporation in the Sate of Washington. The three partners or
members of Tyee are Mr. Bradley Roberts Corner, Mr. Danid Pebbles and Mr. Robert Garrity. All
dedigons, recommendations, and reports of Tyee required the unanimous consant of dl three members

60. Tyeepaformed aninvestigation of the finendd feeshility of the Rancho Lucearne project
from late 1995 to early 1996. Tyee sinvestigation of the finandid feeshility of the project waslimited
because Mr. Sarbaz was rductant to send information to Tyee.

61.  Tyeesreport indicated that the market for Rancho Lucerne was not postive. One of the
andydsa Tyeeindicated in depostion testimony that “ unless there was something to draw moretreffic to

14




United States District Court

For the Northern District of California

© 00 N oo o b~ W N P

e N i T =
N~ o 00 M W N R O

i
© o

N N DN DN DN N N N DN
o N o o0 A W N P, O

the project, that the aosorption etimates that we were getting from other people based on exiging
developmentsin the high desart areawas not postive news” Ex. 458 a 28:13-17; see Ex. 271 (containing
adraft report with Tyee sfindings).

62.  Mr. Cormer confronted Mr. FHizgerdd with the priminary results from Tyeg sandyssin
October and November 1995, natifying him thet the project faced tiff competition and adifficult land and
lot market. Mr. Corner dso told Mr. Fitzgerdd that Mr. Sarbaz was unredlidtic about the gppraised vaue
of the land and the praspects for finanding the project.

63.  OnJanuary 10, 1996, Tyee ddivered its written due diligence report to Mr. Ftzgerad.
See Ex. 305. The condusions and recommendations of the report were limited to offering an opinion on
the financing of a$5.1 million loan from PGG to Mr. Sarbaz, and the report did not draw any condusions
regarding Mr. Sarbaz sfinancid satus or capacity to complete the devdlopment. The report recommended
that the $5.1 million loan to Mr. Sarbaz be secured by afirg postion deed of trust on the entire property
and that Mr. Sarbaz and dl other property owners persondly guarantee the repayment of theloan. After
recaiving the report, Mr. Fitzgerdd characterized its condlusons as “sringent.”  Ex. 458 & 108:1-18.
However, the report did cheracterize the project as a*“finandaly sound devel opment opportunity” inlight of
the replica golf course and the deve oper’ sintention to sl lots at the superpad sage rather then asfinished
lots. Ex. 305 & 654.

ii. Mr. Hill’sAppraisals

64.  Mr. Hill isamember of the Appraisal Inditute and isa Ceartified Generd Appraiser in three
dates, not induding Cdifornia He has been an gppraiser for gpproximatey nineteen years and has worked
inred edate Ince 1968. A sgnificant portion of his experience has been in southern Cdlifornia

65. Asealy as1993, Mr. Sarbaz retained Mr. Hill to perform gppraisds of the property
comprisng the project. Mr. Hill produced an initid gppraisal in August 1993 and updated it on severd
occasions.

66. Mr. Hill's Augus 1993 gppraisd vaued some of the property comprising Rancho Lucerne
at $28,000 per acre with entitlements. See Ex. 241. Assuch, Mr. Hill’ s gppraisa assumed that the
project would obtain future entitlements; his report was not an edimate of the vdue of the land in its then+
current (lessthan fully entitled) Sate.
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67.  Mr. Sarbaz provided acopy of the August 1993 gppraisd to Mr. Ftzgerdd and to Tyee
The Hrg Officid Statement dted Mr. Hill’s Augugt 1993 gopraisal as supporting the amount that wasto be
paid to the property ownersfor acquigtion of theland for public improvements

68.  TheTyeereport notesthat Mr. Hill’ svauation is basad on the assumption thet atentaive
tract map has been recorded even though thet level of gpprova hed not yet been obtained but insteed was
expected to occur within two years. Tyee conduded that Mr. Hill’s 1993 vauation a $28,000 per acre
was nat acurrent vaue but afuture vaue. See Ex. 305 a CDC 535. One of the Tyee principdsdso told
Mr. Ftzgerdd that the gppraisa was unredidtic.

69.  Inhistestimony, Mr. Atzgerdd indicated thet he has reed over ahundred red edae
goprasds over the course of his caresr. He admitted thet the August 1993 gppraisa was not athen-
current vauation of the property. Moreover, Mr. Fitzgerdd has been aware throughout the nine offerings
thet the deve oper till must obtain cartain entitlements from San Bernardino County .

70.  Mr. Atzgerdd was spedificdly informed from sgparate and independent sources that Mr.
Hill’s August 1993 $28,000 per acre vauation did not represent the current vaue of the property
comprising the development. In addition to Mr. Fitzgerdd's own knowledge of gppraisas and the Tyee
report, the LVUSD, one of the members of the authority thet issued the First Offering, expressed sgnificant
reservations about Mr. Hill’s methodology and results

71. In an October 4, 199 |etter to Mr. Sarbaz which was dso ddlivered to Mr. Fitzgerdd, the
LVUSD questioned whether Mr. Hill’s gppraisa was sufficent to judify the Second Offering. Mr. Gary
Thomeas, the LVUSD Superintendent, noted that “there should be an gpprasd prepared by aqudified
gopraser showing the far market vaue of the property involved as of the date of the gpprasd.” Ex. 63 a
1. Hecontinued: “We are nat seeking a contingent gopraisa of what the property ‘may’ beworth a a
future dete if cartain eventstake place, but what the far market valueis as of the date of the gopraisal.” |Id.
Mr. Thomas dso indicated that the gppraisa should contain comparable sdleswithin Lucerne Valey snce
some members of the LVUSD bdieved thet the present vaue of land in the areawas worth subgtantialy
less than $28,000 per acre. The letter dso questioned whether the project had the necessary entitlements
to proceed.

72.  Around the sametime, Mr. Clayton Parker, an atorney for the LVUSD, wrote a series of
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letters to bond counsd and other participants in the Rancho Lucerne bond offerings—-induding the
defendants-rasing questions about Mr. Hill’svauation. In an October 1996 letter, Mr. Parker gpedificaly
questioned Mr. Hill’ s sHection of comparable properties, nating that no sdes of undeveloped land inthe
region had exceeded $5,000 per acre. See, eq., Ex. 92 & 4. In aDecember 1996 |etter, Mr. Parker
characterized Mr. Hill’ svauations as * unsupported” and indicated that “there are no land transactions
gpproaching the va uation placed upon the project by Mr. Hill.” Ex. 172 & 2. Inthose letters, Mr. Parker
a0 requested that certain statements be added to the Second Officid Statement to reflect the potentia
problems with Mr. Hill’ s gpoprad.

73.  Mr. Ftzgerdd tedtified thet he bdlieved that the concernsraised by Mr. Thomas and Mr.
Parker were unfounded and thet their opposition to the Second Offering was motivated by concerns other
than the vadue of theland. He dso indicated that he asked Mr. Hill (or asked Mr. Sarbaz to ask Mr. Hill)
to update his gppraisd to address the concarnsraised by LVUSD officids Mr. Fitzgerdd did nat,
however, request that an independent gppraiser evauate the project, nor did he provide acompdling
dternative explandion for the oppostion of Mr. Thomas and Mr. Parker to the Second Offering.

74.  Inresponse, Mr. Hill updated the August 1993 gppraisal in October 1996. Mr. Hill’'s
October 1996 gppraisa was derived by comparing the proposed deve opment with Smilar land sdes. Mr.
Hill did not indude deta from the High Desart areaand usad data from land located far from Rancho
Lucerne. Moreover, Mr. Hill concedes that the October 1996 apprasd, like its August 1993 predecessor,
wasnot an“asis’ goprasd. See Ex. 457 & 157:12-18. However, Mr. Hill reeffirmed his earlier vauation
of $28,000 per acre with entitlements.

75.  Mr. Hill updated the October 1996 gppraisal again with aletter gopraisd on November
12, 1996 thet once again confirmed his $28,000 per acre vauation. The November 12 letter included
some additiond andlyss of subdivisonsin the High Desart areabut did not meke a detailed comparison of
those projects to Rancho Lucerne. Mr. Hill aso wrote aletter on December 6, 1996 responding to Mr.
Parker and questioning Mr. Parker’ s qudifications to judge Mr. Hill’ s gppraisas

76.  Mr. Ftzgerdd received Mr. Hill’s November 12 letter and additiond letters from Mr.
Parker quedtioning its vdidity, aswdl as Mr. Hill's December 6 regponse. Mr. FHitzgerdd was dso avare
that it was necessary to dose the Second Offering by December 31, 1996 in order to avoid foredlosure on
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alarge portion of the Rancho Lucerne property to one of Mr. Sarbaz' s creditors

77.  TheLVUSD dedined to paticpate in the Second Offering for the project. The Second
Offiad Statement summarized Mr. Hill’s 1993 and 1996 gppraisds and sated thet “amember of the
Authority expressed concern regarding the opinion of vaue given by the gopraser. The Authority then
requested thet the gppraiser revist four projects[intheareg).” Ex. 65 a 25. The Second Officid
Statement did not disclose, as Mr. Parker had requested, informeation about sales of comparable property
in the area for less than $5,000 per acre.

78.  Mr. Hill provided ancther Ietter update of his gppraisa in November 1999, vauing the
ninety-three acres of security property for the Ninth Offering a over $11 million, or nearly $120,000 per
acre® Likethe Augus 1993 and October 1996 vauations, that vauation was not a current market
vauation; it presumed thet the lotswere finished. However, the November 1999 letter did conditute a
discounted cash flow andyss

79.  Moreover, the November 1999 |etter falled to deduct some of the cods of condructing the
backibone infragructure necessary to complete the devdlopment. Mr. Hill contendsthat hisfalureto
include the backbone infrastructure cogts was an oversght that is actudly accounted for in another portion
of hiscdeulaions, but he admits that hisfailure to indude infrastructure and interest codtsin the find
concluson of vaue for the November 1999 gppraisd meansthat it does not comply with the Appraisa
Indtitute' s sandards.

80.  Mr. Ftzgerdd recaived and reviewed the November 1999 gpprasd shortly efter it was
prepared.

b. Analyses of the Encumbrances on the Proj ect

8l.  Attrid, the SEC and the defendants presented expert testimony about the projected
revenues from the project. The SEC presented the testimony of Mr. Patrick Gibbons and Mr. Robert
Stedeto demondrate that the developer cannat repay bondholders with revenues from the project. The
defendants presented the testimony of Mr. Robert Reicher to rebut the SEC experts. The various reports
of the experts were quite complicated and detalled, and the Court will review them here only to the extent

s Theningy-threeacresof security pro?e1yfortheNinthOﬁeringoontan467individud lots. Mr. Hill
vaued the lots a approximatdy $23,850 per lat.
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necessaty to explain its decison.
I. Mr. Gibbons Report

82.  Mr. Gibbonsisthe presdent of GCl Group (“GCl”), asouthern Cdiforniared edate
conaulting firm he founded in 1991. GCI providesfinandd andyssto land developers home builders, and
inditutiond investors to hdp them evauate the viahility of variousred etate investment opportunities The
SEC cdled Mr. Gibbons as an expert on the finandid feesihility of red estate development and financing.

83.  Onedf the sarvices GCl providesisafinandd feeshility andydss which isacomprenensve
review of the revenue and expense projections rdaed to a project, with the intent of developing a
comprehensve project cash flow. Basad on this projected cash flow, GCl advises dients regarding the
edimated need and likdy cost of financing and the overdl feasihility or viability of the project.

84. Thefird gepin afeeshility andyssiscdled aresdud land vaue andyss  In the context of
aresdentid devdopment, aresdud land vaue andyssis an edimate of how much ahome builder should
be willing to pay for lots that have been deve oped to one of three Sages finished lots, superpad lots, or
paper lots.

85.  Inhiswork & GCl, Mr. Gibbons has performed finandd feeshility andysesfor
goproximatey 150 projects. Of these, gpproximatdy seventy-five involved master-planned communities,
Of the magter-planned communities Mr. Gibbons has andyzed, dl but a handful were located in southern
Cdifornia

86.  InJune 2000, Mr. Gibbonswas retained by the SEC to evauate the likdihood thet the
bondsissued in connection with Rancho Lucerne and underwritten by the defendants would be repaid by
revenues from the project. 1n July 2000, Mr. Gibbons produced awritten report in which he analyzed the
finandd feeshbility of the project & the time of each of seven prior bond offerings See Ex. 417. Inhis
report, Mr. Gibbons conduded thet snce thetime of the Third Offering in July 1997, there has been no
reasonable bas s to bdieve that revenues from the project would be sufficient to repay the bonds.

87.  In December 2000 and January 2001, Mr. Gibbons aso andlyzed the finencid feesibility of
Rancho Lucame a thetime of the Ninth Offering. He conduded thét at the time of the Ninth Offering,
there was no reasonable basis to bdieve that revenues from the project would be sufficient to repay thet
offering.
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88.  Mr. Gibbons used the same badc methodology in both his July 2000 report and in his
andysesin December 2000 and January 2001. Fr4, he parformed aresdud land value andyssto
determine the net revenues the project islikely to produce from the e of lots a the finished lot, superpad
lot, and peper lot tages. Mr. Gibbons then compared his estimeted residud land vaues with the lien
release amounts imposed on the property a the time of each offering.

89. Mr. Gibbons found thet from the Third Offering on, the lien rdlease amounts were
conggtently higher than the amounts the deve oper could expect to redize from the e of |ots after
accounting for the cogts of congtructing the backbone infragtructure. Mr. Gibbons aso conduded thet the
lien amounts excesded the vaue of thelotsin dl of the areas sarving as security property for the Ninth
Offering. Thiswastrue a thefinished lot, superpad lot, and paper lot Sages. Because he determined that
expected revenues from lot sdes were insufficdent to meet the lien rdease amounts, Mr. Gibbons conduded
that there was no reasonable bagis to beieve that the Ninth Offering could be repaid from lot sdes

90.  Mr. Gibbonsdso reviewed saverd prafit projections for Rancho Lucerne and conduded
that they wereinaccurate. He reached that view because the projections failed to acoount for the discounts
that the developer had provided in preliminary contractsto sdl the lots when congdering the sdes prices for
other lots and had omitted or underestimated certain costs such as backbone infragtructure and interest
expenses.

91.  However, Mr. Gibbons andyss contained severd problems that undermined its
persuesveness. Frg, Mr. Gibbons did not account for the potentia income derived from the replica golf
course or the commercid property, both of which serve as security property for some of the offerings.
Sacond, Mr. Gibbons andlysis focusad on the lien rdlease amounts rather than the actua debt outstanding
on each lat, thereby overdating the amount of revenue that the developer would have to generate to be able
to repay bondholders. Third, Mr. Gibbons condusons rdied on a series of assumptions regarding the sdle
price of finished homes, the costs of congtruction, and other factorsthat are subject to dispute. Indeed,
both the defendants expert Mr. Reicher and the SEC' s other expert Mr. Stede used different figures for
sdes prices thet would have fundamentdly dtered the results of Mr. Gibbons andyss  Fourth, the
devel oper tedtified that his contracts to sdl the lots provided discounts from the expected sdes pricesto
reward the buyersfor being the fird to join the project. Findly, Mr. Gibbons andysiswas not disclosed to
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the defendants prior to the SEC filing its complaint.
. Mr. Steele’sReport

92.  Mr. Sedeisared edae gopraser based in southern Cdifornia Mr. Slede has forty-five
years of experience as an gopras, much of it in the southern Cdiformiaareaand, more importantly, in the
High Desart areawhere Rancho Lucemeislocaied. Mr. Sledeisamember of the Apprasd Indtitute and
isqudified to render an expert opinion on land vduetion. The SEC offered Mr. Sted€ stesimony to
demondrate that Mr. Hill’s gpprasds are flawed and thet the deve oper will not be able to repay the bonds
connected with Rancho Lucerne

93. Mr. Sedetedified thet the red estate market in the High Desert area was dominated by
demand from working people who commute to jobsin San Bernardino, Riversde, and Ontario, areas that
are to the south of the High Desart area and on the other Sde of the San Bernardino mountains. Inhis
view, those buyers give careful congderation to the length of their commute to work. Due to the distiance
of Lucerne Vdley from the ared s principd traffic corridor dong Interdate 15, Mr. Stede noted that the
project would ordinarily be a alocationd disadvantage compared to other area communities such as
Victorvilleand Apple Vdley. However, Mr. Stede conduded thet astrong amenity such asthe replicagolf
course would offset the additiond distance from the road network, making the project competitive with
other planned communitiesin the area.

9.  Mr. Sede asserted that the red property comprising the project had avaue of only
$5,000 per acre as of July 2000. Mr. Stede arived & that opinion by firs congdering the highest and best
use of the property. Mr. Stede tested the feasibility of developing the property by comparing the sdes
price of finished lotsin the High Desart areawith the cogt to condruct such lots Mr. Stedle then found
eight comparable developmentsin the areathat supported afinished lot sde vaue of about $30,000. Next,
Mr. Stede caculated the cogt to condruct such lots by taking the offering price of homes in madter-planned
communitiesin the High Desart areaand deducting from the sales price the cost to congtruct those homes,
using anaiondly published cogt guide and adjudting for loca market condiitions.

95. Fomthisandyss Mr. Stedefound that it would cost between $29,000 and $30,000 to
condruct afinished lat. After adding marketing cogts, asdler of such lotswould lose money in sdling them
for theindicated price of $30,000. For these reasons, Mr. Stede conduded thet developing the property
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for finished lotswasinfeegble See Ex. 416. Asaresult, Mr. Stede conduded that the highest and best
usefor the property was to hold the property with entittements for futuresde. Mr. Stede found seven
examples of sdes of comparable vacant land with sdes ranging from $1,387 to $8,869 per acre. After
congdering the differences between thase properties and Rancho Lucerne, Sted concluded that $5,000
per acre was an gopropriate vaue for Rancho Lucerne.

96. Mr. Stede dso ariticized Mr. Hill'sgoprasds. In Mr. Sted€ sview, Mr. Hill
ingppropriatey compared the project to properties thet were in primary housing areas where housing prices
aehigher. Mr. Slede dso quedtioned Mr. Hill’ s absorption rate and Mr. Hill’ sfalure to incorporate
infradructure cods. Mr. Stede ds0 expressed doulbt thet the replica golf course would generate sufficient
rounds played to meke aggnificant difference in hisandyss

97. However, like Mr. Gibbons andyss Mr. Sted€ sandyssdid not congder potentia
revenue from the golf course and the commeraid property. While he viewed the golf course as
compensating for the project’slocationd disadvantage, he did not regard it as a sgnificant source of
revenue from which bonds could berepaid. Moreover, Mr. Sted€ s gopraisal was not disclosed to the
defendants prior to the SEC filing its complaint.

iii. Mr.Reicher’sReport

98. Mr. Racher isaVice Presdent of Market Profiles, Inc., asouthern Cdiforniafirm that has
prepared severd prior reports for Padific Golf. Mr. Reicher has had more than thirty years of experiencein
evauating market conditions for resdentia planned unit developments, many with galf courses. He has
knowledge of and experience in the High Desart area. The defendants presented Mr. Reicher to rebut Mr.
Gibbons' testimony thet the developer could not possibly repay bondhol ders with proceeds from the
project.

99.  Mr. Recher contended that the replicagolf course would be a sufficient amenity to atract
buyersfor the resdentid lots from aradius larger then treditiond resdentid developments. He dso noted
thet Imilar replicagolf courses have been successful in Texasand Horidaw: Accordingly, Mr. Reicher
concluded that the presence of the replicagolf course would raise the market vaue of the project and assist
the devd oper in retiring the outstanding debt from the nine offerings

100. Inandyzing whether revenues from the project would be sufficient to repay the bonds thet
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have been issued, Mr. Reicher used the same andyss employed by Mr. Gibbons, dthough he disgpproved
of that methodology. Mr. Recher assarted that his sales price and cost assumptions-—-some of which were
modified shortly before his testimony--were more redidic than Mr. Gibbons and that the developer would
be able to repay bondnholders under Mr. Racher’sassumptions. Moreover, unlike Mr. Gibbons, Mr.
Recher focusad on the actud debt encumbering each area of the project rather than the lien rdease
amounts

101. However, even Mr. Rache’s andyss shows that the project is burdened with subgtantial
debt. In many cases, hisandyss demondrated thet the difference between the debt encumbering various
aress and the expected revenue from sdles of latsin those areas was quite smdl, often representing only a
few hundred thousand dollars Even with hisrdativey optimidic assumptions, Mr. Reiche’sandyss
showed that the deveoper may experience Sgnificant difficulty in generating sufficient revenueto pay off the
bonds, particularly if the developer incurs any additiond debot. If any of his assumptions proveto be
incorrect--particularly his fluctuating and somewhat questionable estimate of the price per square foot a
which homesin the project would sdll--his andlyss would demondrate thet the devel oper cannot repay
bondholders

102. Inaddition, dueto thetime condraints cregted by thetrid, Mr. Reicher performed only a
limited andyss. He essartidly used Mr. Gibbons framework to show how changing certain assumptions
would dter Mr. Gibbons condusion, but he did nat perform his own complete andyss

103. Mr. Reicher consgtently asserted that a market-based evduation with a discounted cash
flow andyd's was the gandard and more proper method for ascertaining the feagbility of the project.
Under such an andyds Mr. Recher indicated, the developer would compare the timing of when
deve opment costs and debt payments were due in conjunction with when revenues could be redlized from
thesdeof lots By peaforming such caculaions on ayear-by-year bass, the developer could predict
whether he would have sufficdent cash flow to be adle to finance a project.

C. The Failureto Perform a Discounted Cash Flow Analysis

104.  Throughout the course of the project, Mr. Sarbaz and the defendants have failed to
perform themsdves or have performed by some ather entity a discounted cash flow andlyssthet consders
not only the overd| cods of developing the project and the revenues generated from the golf courseand
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sdes of thelots, but dso how those cogts and revenues interact with the structure of the outstanding detat.
In other words, while the devel oper and the defendants have rdied on andyses that show that the project
might eventudly generate a prafit in the long run because the project’ s net proceeds might exceed the net
cogt of improvements; they have not obtained an andlysis thet congders whether they will have sufficient
cach flow to reech thet point in light of when the delot from the nine offerings comes due. Put another way,
the developer and the defendants have failed to consider longitudindly whether they will be able to mest the
project’ s debt obligations and congruction cods reative to the anticipated absorption rates and other
revenues. If the developer cannot maintain aufficient cash flow to pay for the deve opment, the developer
will not redize the revenues necessary to repay bondholders even if the prgject itsdf might ultimately be
profitable.

105. Mr. Ftzgerdd has never paformed an andydsto determine whether there is areasonable
probehility that revenues from the entire deve opment will engble the repayment of dl outsanding delot on
the property. In Mr. Ftzgerdd sview, a thetime of the Ninth Offering, a discounted cash flow andyds
was unnecessary. Mr. Ftzgerald hasingead rdied on Mr. Hill’ s gopraisals asto the vaue of each
individua piece of property securing the offerings rather then obtaining an overdl cash flow andyds M.
Fitzgerdd tedtified that he was “eminently qudified” to conduct his own discounted cash flow andysis hed
he chosen to do 0.

106. The defendants have dso never parformed an independent andysis of the public
improvement codsfor the entire devdopment. The only information thet Mr. Fitzgerdd has seen onthe
cogts of the public improvements has been provided by the developer or the developer’ s consultants.

107. Asthelead invesment banker and, in some of the offerings, the finandd advisor to the
issuer, Mr. Rtzgerdd has played a crudid role in setting the maturity schedule for thebonds. Mr. Fitzgerdd
has not congdered any of the absorption rate information in setting the maturity of the bonds Mog of the
bonds have rdatively short maturity periods ranging from two to Sx years. These short maturity periods
mean that the devel oper’ s projections regarding revenue from the project must be very accurate-athough
those predictions have been notorioudy ineccurate So far, see Section |LE.5 infra, 1 138-145--to avoid
defaulting on the detat.

108.  Prior to the Ninth Offering, Mr. Ftzgerdd was made avare of other entities concams with
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whether the project wasfeasble. 1n September 2000, SEC gaff examined Mr. Fitzgerdd regarding
whether he had performed afeashility andyds of the entire project. 1n December 2000, Mr. FHitzgerad
engaged in negatiations with $&ff from the Cdlifornia Attorney Genegrd’ s Office. In those negatidions, the
Attorney Generd’ s 2&ff indicated that they wanted PGG to obtain an independent feesibility andysis of
sverd development projects that PGG hed helped finance, induding Rancho Lucerne

109. Mr. Recher' stesimony indicated that a discounted cash flow andydsthet conddersthe
gructure of the debt on aproject redive to the timing of revenues from the sdles of latsis the gandard and
gopropriate practice for determining whether adevdlopment isfeesble. See 1103 supra

d. The Court’s Conclusion Regarding the Feasibility of the Project

110. Inlight of the reports submitted by Mr. Hill, Mr. Gibbons Mr. Stede, and Mr. Reicher, the
Court cannat definitively condude that the Rancho Lucerne project isfinenddly infeesble. Although the
evidence before the Court raises serious and subgtantial concerns as to whether the project can generate
uffident revenuesto repay bondholders, there are cartain limited scenarios and assumptions under which
the project might be successful, particulatly if the galf course provesto be aggnificant atraction. While
bondholders might nat be repaid from project revenues, there is aremote passibility that they will be. Thus,
the SEC hasfalled to establish that the project cannot succeed or that the Ninth Offering isa schemeto
defraud or operates as afraud on investors, dthoughi it is cartainly not far from doing 0. Assuch, the SEC
has dso falled to show thet the defendants therefore employed a device, scheme, or atifice to defraud or
engaged in atransaction, practice, or course of business which operates or would operate asafraud or
decait upon progpective bondholders. However, the Commisson has demondrated a the very leedt thet it
isunlikdly thet the bondswill be repaid from project revenues. Moreover, the SEC has shown thet the
project isa or very near the limit of the amount of delot it can susain before it does become virtudly
impossble to repay investors

111. The SEC hasdso failed to show that the defendants acted with an intent to deceive
investors as to whether bondholders could be repaid from project revenues. The defendants gppear to
have bdlieved that the project could be successful, despite the Sgnificant evidence (some of which was
presented to the defendants efter the dosing of the Ninth Offering) thet the project is burdened with nearly
unsudtanable debt. While the defendants bdief thet the project was feasible may have been unreasonable,
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the Court cannat find that the project is akin to a Ponzi scheme that has no hope whatsoever of ever
repaying invesors.

112.  The Court’'s condusion thet revenues from the project might be sufficent to repay
bondholders does not mean, however, that the defendants did not otherwise violate the federd securities
lavs The defendants falure to disclose many of the problems with the project in acomprehensve and
meaningful way desarves particular atention. See Section 1.G infra, 1 158-181 (discussing the
defendants dleged omissions of materid facts).

3. How the Proceeds from the First Eight Offerings Have Been Used and
How the Proceeds from the Ninth Otfering Will be Used

113.  Ancther concern raised by various entitiesis how the developer and the defendants have
usad the proceeds from the nine offerings. Inthe view of the SEC, the devel oper has spent an excessive
amount on payments to the property owners and the underwriter and on retiring debt from earlier offerings,
leaving rdaivdy little for the condruction of improvements to the project.

114.  Of the goproximatdy $70.8 million raised in the eight offerings that preceded the Ninth
Offering, the developer expected to use only gpproximatdy $15.5 million for the congruction of public
improvements, representing less than twenty-two percent of thetotd procesdsraised. See Ex. 400. That
amount is derived by examining the Offidd Statements for those offerings and assumes that each offering
was fully funded. The Officid Statements dso disdose that there have been various shortfdlsin
remarketing bonds purchased by theissuers. See Exs. 244, 65, 75, 29, 158, 159, 418, 301 (containing
the Officd Statementsfor thefirg eight offerings with representations regarding how the devel oper would
use procesds from each issuance and the amount of each offering subject to remarketing). No evidence
was presentedt-and none of the Officid Statements disclase-the actud amount that the developer hes
expended on the condruction of public improvements. Asaresult of the remarketing shortfdls and the
defendants fallure to disclose actud expenditures on infragtructure cods, the Court infersthat the actud
amount expended on such condruction was less then the amount reflected in the Officd Statements.

115.  The property owners al of whom involve Mr. Sarbaz and/or hisfamily members, have
been paid gpproximately $12.5 million in acombination of cash and bonds for the acguistion of property
for public improvements, representing over seventeen percant of the procesdsraised inthe offerings. See
Ex. 400. Those payments have condstently been made at or above $28,000 per acre, the vauation
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assigned to the property by Mr. Hill. The deveoper and the property owners have pledged to pay various
amounts to certain entities-induding the issuers and the underwriter--from the proceeds of the land
purchases, resulting in net procesds to the property owners of gpproximetely $9.7 million. The defendants
contend thet a Sgnificant portion of the proceeds received by the developer and the property owners have
been usad to pay off private loans, to purchase bonds from the Rancho Lucerne offerings (thereby giving
the developer agtake in the project’ s Success), and to pay the underwriter’ s discournt.

116.  Since 1996, the broker-deder firms participating in the underwriting of Rancho Lucerne
bonds have received gpproximatdy $7 millioninfees Of thisamount, $2.95 million has been paid to PGG.
See 139 supra

117. A dgnificant portion of the procesds from the firs @ght offerings were usad to refund
previousissues Approximatey $17.1 million of the $70.8 million raised in those offerings has been used to
retire earlier debt, representing over twenty-four percent of the tota proceeds. In aletter to the MRCWD
in July 2000, Mr. Ftzgerad recognized that the short maturity schedule of the bonds and the resulting need
to use proceeds from subsequent offerings to pay prior issuances has causad problemsfor the project:

\

[M]igakes have been made. Asl indicated previoudy, the difficulty has been trying to time

refund maturing principa which has been a serious concern expressed by thosein

Sacramento.

Ex.318a 2.

118.  Although these amounts-the proceads spent on infragtructure, the paymentsto the
deveoper and the property owners, the fees earned by the defendants and other underwriters, and the
amount spent to refund previous issues—-can be derived by examining each of the nine Officd Statements
individudly, thisinformation isnat disdosed in any comprehensive or meaningful way in any of the Officd
Saements.

119. TheNinth Officd Statement indicates how the deve oper will use the Ninth Offering's
proceedsiif the Offeringisfully sold. See Ex. 419 & 9-10. The Statement dso discloses that the Offering
might not fully sdll, resulting in fewer funds for congruction and other devdopment. Seeiid. at 19.

However, the Ninth Officd Statement fails to indicate how the proceeds will be used if the bonds are not
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fully sold.

120.  The Ninth Offering, which sought to raise $13.5 million, dased on December 29, 2000.
PGG has reported thet $6.7 million of the bonds congtituting the Ninth Offering had been presold to
investors as of that date, with $2,245,000 sold to PGG customers and $4,455,000 ordered by other
broker-deders. PGG did not execute the transactions with other broker-dedlers due to atemporary
restraining order issued by this Court, see Section I.H.1 infra, 1 182-183, but it expectsthat mog if not dl
of those purchases will be completed pending the outcome of the present proceedings. The remainder of
the Ninth Offering will be sold by means of aremarketing agreamett.

121.  Of the $6.7 million in bonds from the Ninth Offering thet have been sold, $2.35 million of
the bonds were (or will be) issued to bond holders of the Chimney Rock Community Assodiation’s 1999
Sies B Cetificates (the Ffth Offering) who tendered their old bonds. In other words, investorswho held
bonds from an earlier offering whase bonds had matured accepted bonds from the Ninth Offering rather
then demanding payment in cash. Asaresut, of the $6.7 million in bonds from the Ninth Offering thet have
been 0l d, only $4.35 million in cash is available for the project.

122.  TheNinth Offidd Statement and tetimony & trid indicates that the $4.35 million in cash
will be used in the following manner: (1) $130,000 will pay for the Project Fund, which funds capital
improvements for the MRCWD unrdated to Rancho Lucerne? (2) $275,000 will pay for the Expense
Fund, which pays the cogts assodiated with issuing the bonds such as printing, marketing and advertisng
expenses, the fees and expenses of the bond trustee and its counsd, and the fees of the bond counsd, the
underwriter’s counsdl, and the underwriter; (3) $500,000 will pay for the Interest Fund, which crestes a
fund to pay for thefird interest payment due on the bonds; (4) $200,000 will pay for the Adminigration
Fund, which is used to pay vagudy defined adminidrative cods of the DTPFA assodated with issuance of
the bonds; (5) $810,000 will be paid to the defendants and other broker-deders as ther discount; and (6)
$2,435,000 will pay for the Acquistion Fund, which represents the cogts of infrastructure and purchases of
land from the deve oper and the property owners.

123.  If theNinth Offering fully sdls the Acouisition Fund will amount to $8,064,000. The Ninth

s This payment effectivdy sarves as the developer’ s payment to the MRCWD in exchange for its
paticipation in the DTPFA.
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Offidd Statement indicates thet the Acquisition Fund wias origindly intended to fund: (1) $2.4 million for
the condruction of public cgpitd improvements for the golf course and resdentia devdopmert; (2) $1.2
million for the seeding of the galf course and the congruction of atemporary dubhouse and other
gructures, (3) $1,512,000 to acquire fifty-four acres of land (described vagudy as* Public Lands
easaments’) from the developer and the property owners at a price of $28,000 per acre; (4) $602,000 to
acquire fourteen acres of property for the golf course from an afiliate of the developer a $43,000 per acre;
and (5) the refund of $2.35 million from the FHfth Offering. See Ex. 419 &t 9.

124.  If the Ninth Offering does nat fully sdl, the Acguisition Fund will not befully funded. Given
the present sdles of the Offering, there will only be $2,435,000 for the Acguistion Fund. See 11122 supra
If the defendants do not sdl additiond bonds;, then the proceeds from the Acguisition Fund will be used to
fund: (1) $341,000 for completed but unpaid infrastructure work on the project; (2) $600,000 for the
fourteen acres of golf course property; and (3) $1,494,000 to purchase dmogt dl of the fifty-four acres of
“easaments”  Applying the proceedsin that manner would leave the Fund $18,000 short of the total
necessary to complete the purchase of the easements and $2,000 short of the amount needed to complete
the purchase of the golf course property.

125.  Asareallt, in the Ninth Offering' s present Sate, its proceeds will not be used to finance the
congruction of any new infragtructure. Ingteed, other than the payment of $341,000 to a contractor for
prior work, dl of the fundswill be usad to pay members of the DTPFA, the underwriters, various
atorneys and the deveoper and property owners. No redl progress will be made toward creating new
vauein the project.

126.  The Ninth Offidd Statement does not disdose this passibility in ameeningful way. The
Satement does nat disclose the expected use of the funds avallable & dosing, nor doesit disclose, @ther in
words or numbers, that the amount of funds availadle a dosng will not pay for the condruction of
additiond infragtructure

4. The Developer’s Contractswith Potential Buyers of the L ots

127.  TheNinth Offidd Statement, in asection entitied “Merchant Builder Sdes” destribes
agreaments secured by some of the property ownersto sdl the lots from the project. See Ex. 419 a 27-
28. The Officd Statement indicates that one of the property owners sgned a contract with Colony
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Asodaes, L.L.C. (“Colony™):

In June 1999, one of the Property Owners entered into a contract to sdl Area 34 to

Colony Assodaes, L.L.C. for aprice which would have generated sufficient net revenues

after rembursement for the etimated on-Ste in-tract improvement cods to make the

payments due with repect to the 1999 Saries B Cetificates . . . The Developer

anticipates thet the transaction with Colony Assodiates, L.L.C. will proceed when Area 34

isfully entitied and reedy for condtruction of improvements. The Authority and the

Developer atticipate that Project Impact Rembursement Fees by the Deve oper with

respect to the Bonds from the sle of Area 34 will be available to fund some of the

additiond public capitd improvements nesded for the resdentid development of the

Security Property.

Id. The Statement d o represents that Colony has sSigned a contract to purchase Area 12, an areathat was
not part of the security property for the Ninth Offering, on Smilar terms.

128. TheOfficdd Statement dso describes a contract with Hertd Development Corporation
(“Hertd”) “to purchase Areas 7 and 8 on amilar terms which the Developer anticipates will be [9c] dlow
funding of the on-gte in-tract improvements and generate proceeds adequiate to make dl public finandng
payment obligations assodated with Arees 7 and 8 1d. a 28. Like Area 12, Areas 7 and 8 are not part
of the property condtituting the security for the Ninth Offering.

129. TheOfficd Statement dso cautions that the contracts are subject to certain conditions.
“Each of the agreements contain deedlines for goprova of entitlements which may not be met. The
Deveoper bdieves that the respective purchasars will agree to gppropriate extensons. The agreements
aso contain other performance conditions which could dlow them to berescinded.” Id. The Satement
refers reeders to summaries of the contracts contained in Appendix |. Seeid.

130. Appendix | of the Ninth Offica Statement, entitled “Merchant Builder Materids” contains
amendments to the contracts with Colony and a.copy of one of the contracts with Hertdl. 1t does not
contain a complete copy of the Colony contracts

131. Mr. Sarbaz tedtified that Colony isared edate broker, not amerchant builder. It washis
underganding of the Colony contracts thet Colony would resdl the lots after it finds merchant home
builders or individud purchasarsto buy them. Mr. Sarbaz dso admitted that Colony has never paid any of
the escrow depodits required under the agreaments despite Signing the origind agreementsin June 1999 and
extending the agresmentsin November 2000. Mr. Sarbaz further admitted thet he does nat know whether
Colony hasthefinandid resourcesto pay the purchase prices specified in its agreements. Moreover, Mr.
Sarbaz conceded that, in June 1999, when Colony Sgned the origind agreements with Wilshire Road LLC
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and Club View LLC, Wilshire Road LLC paid Colony $3,200 as required by the contract.

132.  The Colony contracts dso contain liquidated damages dauses that only require Colony to
forfat its (as yet unpad) escrow deposts See Ex. 307 & 6, §16(a) (containing the Wilshire Road
contract); id. & 5-6, 1/ 6(a) (containing the Club View contract). On one of the contracts, theinitid escrow
depogt isonly $76,000 even though the sale price of the contract is nearly $4.5 million; on the other
contract, the initid deposit is $85,000 with a purchese price of over $4.9 million. Moreover, thereare
numerous conditions in the contracts such as the deve oper obtaining certain entitlements and congtructing
dl off-gte improvements such that the Colony contracts can & maost be consdered option contractsto
rexdl| red edtate rather than bona fide contracts to sdl lots to ahome builder.

133. TheHertd agreament contains Smilar provisons. Hertd has paid only a $10,000 escrow
depogt. That depost isfully refundable until Hertd reviews the property. Aswith the Colony agreements,
the sole remedy againgt Hertd if Hertd defaults on the contract is the forfature of Hertd’ sdepodt. See Ex.
308, a 14, 8.1. The Hetd agreement isaso subject to numerous contingencdies that have not yet been
met, uch as completion of the infragtructure, recordation of subdivison maps, completion of the golf course
and condruction of agolf course dubhouse, and the developer’ s preparing and adeguatdly funding a mester
marketing program for the project. Hertd’ s obligation to submit an additiond $330,000 deposit into
escrow Smilarly depends on amarketing program and the completion of street and landscape
improvements. The Court concurs with Mr. Sled€ s condusion that the Hertd agresment is more properly
characterized as an option agreement, not abonafide red etate sdes contract.

134. TheNinth Officda Statement disdosesthet the finished lat pricesin the Colony agreements
are 6.4% bdow thevaues st forth in Mr. Hill’ sgpprasds  The Offidd Statement further describesthe
Hertd agreement as containing amilar termsto the Colony agreaments. In fact, the finished lat prices
spedified in the Hertd agreement are between eighteen and twenty-two percent below the vaues st forth
inMr. Hill'sgoprasas

135. Moreover, the Court notes thet the prices specified in the Hertd and Colony agreements
indlicate thet the revenue paid to the rlevant property owner shdl be reduced by the costs incurred by the
buyer in completing the in-tract improvements for eech lot. In ather words if the rdlevant buyer (Colony or
Hertd) chooses to improve the |ots from superpad satus to the finished lot Sage, the property owner will
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recaive lessrevenue. The Colony agreements estimate |t finishing cogts at $1.3,000 per lot, and the Hertd

contract estimates thet the lot finishing costs are $11,000 per lot. Any fundsthat Hertd or Colony advance
to the property owner for lot finishing cods are deducted from the purchase price for thelots. Mr. Sarbaz

indicated thet Pecific Golf itsdf does not have the resources to pay for the in-tract improvements.

136. Mr. Sarbaz sent Mrr. Fitzgerdd copies of the Colony agreements shortly after they were
sggned in June 1999. Mr. Sarbaz d <0 tedtified that he told Mr. Fitzgerad that Colony was ared edate
broker, not amerchant builder. Mr. Fitzgerdd acknowledged discussing the Colony agreements with Mr.
Sabaz. Mr. Sarbaz ds0 sent Mr. Fitzgerdd copies of the Hertd agreement shortly after it was executed in
Augugt 2000.

137.  The Court finds Mr. Sarbaz’ stestimony on theseissuesto be credible. Mr. Sarbaz reedily
admitted the true nature of the contracts during his testimony, and he has no mative to fasdy implicate Mr.
Htzgerdd, who isassging Mr. Sarbaz in aranging further finanding for the project.

5. TheDeveloper’sFailureto Meet Its Projections

138. Severd Officd Statements contain projections from the devel oper regarding revenue from
lot sdles and the progress of the project. Those projections have conggtently proven inaccurate. For
instance, the Frgt Officid Statement Sated thet, following completion of entitlements, Pedific Golf esimeates
that it will take 9x months to complete congruction such that home lots are superpad reedy. The Statement
dso contains aschedule of 1ot sales showing that Pecific Galf will sdl 1,604 lots by 2001, generating net
sdesrevenue of $39,282,000.

139. The Third Officid Statement contained sdles and financid projections prepared by the
devdoper purporting to show that Padific Golf would sdl 317 lots during 1998 and dll phese | lots by
2001, resulting in revenues of $6,378,000 during 1998 and tota revenue of $29,364,000 by 2001.

140.  The Fourth Officid Statement indicated thet the developer anticipates thet thefirgt finished
lotswill be reedy for sdlein goring 1999 and thet the first homes could be completed and reedy for
occupancy in September 1999. The Statement dso sated thet the devel oper expects the first eighteen
holes of the golf course to be open for play in September 1999 to coincide with the opening of new homes.

141. TheHfth Offidd Statement sated that fully entitied lotsin Area 34 will be available by for
sde by August 2000 and that new homes could be completed and reedy for condruction by November
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2000. It dso dated thet Padific Golf anticipates that the firgt twenty hales of the public golf course will be
open for play in summer 2000.

142.  The Sxth Officid Statement, issued on Jenuary 19, 2000, steted that Pecific Golf
“antidpatesthat thefird tracts of entitled lotswill be reedy for sdein March or April of 2000. Thefirg
homes could be completed and ready for occupancy in August of 2000.” Ex. 159 a 3. It aso provided
that Padific Galf anticipates thet the firg twenty holes of the galf course will be open for play by fal 2000 to
coincide with the occupancy of theinitid residentia developmentt.

143.  The Seventh Officid Statement indiicated thet the developer anticipates thet thefirst twenty
holes of the galf course will be reedy for play infal 2000. The Statement dso indicated thet the fird fully-
entitled resdentid areaswill be ready for sdein July 2000, with on-gte inHract improvements completed
gxty days later, meaning that the firs homes could be completed and reedy for occupancy by October
2000.

144.  Attrid, Mr. Sarbaz and Mr. Fitzgerdd d o tedified that San Bernardino County must
goprove an amendment to the project’s Find Devdopment Plan and Magter Tenttive Tract Mgp
permitting an entity other than County Service Area 70 to provide water and sawage sarvicesto the
project. The evidence demondrated that the project has been hdted pending aresolution of this metter.
While the deve oper expressed confidence that the County would ultimately acoept this amendmernt, no
evidence was offered which would substantiate thet expectation. If in fact the amendment is not gpproved,
the project cannat proceed. The Officid Statement does not adequiatdly disclose the Sgnificance of this
uncartanty. See Ex. 419 a 42; id. App. J.

145. None of the developer’ s projections has ever been met, and the project istwo to three
years behind the devd oper’ s arigind schedule. The Ninth Officid Statement discloses that the devel oper
has conagently falled to megt its projections. See Ex. 419 a 43.

6. The Court’sOverall Impression of the Project

146. Thus thereisalong series of problemswith the Rancho Lucerne development. Mr.
Sarbaz isrdativey inexperienced in master-planned deve opments and has suffered aseries of legd and
financdd problems. His projections regarding the project’ s progress have condstently proven incorrect, and
he and hisfamily members own the land comprising the devd opmert.
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147.  Mr. Ftzgerdd has had legd trouble of hisown. Moreover, he has earned higher than usud
fees on a continuing series of bond issuances with short maturity detes thet necessitate additiond offerings
onaregular bass Mr. Ftzgerdd do has an interest in the devd opment through his consulting firm, and he
has exerted pressure on Mr. Sarbaz to obtain contracts with merchant builders to demondrate that the
project is moving forward.

148. There are serious problems with the gppraisals and feesibility Sudies parformed for the
developer by Tyee and Mr. Hill, as demondrated by the LVUSD’ s concerns and by the andlyses
performed by Mr. Gibbons and Mr. Stede. Indeed, even the report submitted by the defendants expert
Mr. Recher showsthat the project is on the verge of fallure, having incurred nearly as much debt as can be
expected to be repaid from project revenues. Despite these problems; the developer and the defendants
have falled to obtain a second independent gppraisd or adiscounted cash flow andyssthat conddersthe
dructure of the debt from the offerings.

149.  Inaddition, the developer has usad the proceeds from the offerings to purchase land from
the property owners & fairly high vaues to retire previous offerings, and to pay high feesto the
underwriter, with less than one quarter of the total proceeds finanding the condruction of infrestructure. I
the Ninth Offering does nat fully sdll, it is possible thet none of the funds raised will go toward the
condruction of new infrestructure

150. Fndly, the defendants have mischaracterized the nature of the property owners contracts
to =l thelots. The contracts with Colony and Hertd are a best option contracts, and Colony isnot a
merchant builder.

151. Given the combingtion of these problems, the Court isleft facing two divergent views of the
project. On one hand, Mr. Sarbaz and Mr. Ftzgerdd bdieve themsaves to be daring entrepreneurs facing
an uphill battle to develop what might ultimatdly prove to be a profitable resdentid development and replica
golf course. They maintain that the continud hurdles they have faced may be subgtartia but are not
insurmountable. Given enough capitd and more time, one might believe, the developer and the defendants
might be able to make Rancho Lucerne work.

152.  Onthe other hand, the evidence d 0 supports alessfavoradle view of the project. One
might regard Mr. Sarbaz and Mr. Fitzgerdd as having intentionaly used repeated offerings to obtain public
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finanang for infragtructure they know will never be condructed, enabling them to pocket the proceeds from
land sdes and underwriting fees for therr own benefit. The developer and the defendants may have known
al dong tha the prgject smply could not work, but they may have been able to generate enough
documentation (such asinflated gppraisals and feasibility andlyses) and enough congtruction to support their
effortsto defraud hdplessinvestors: Moreover, they may have entered into whet was effectively asham
contract with Colony merdy to midead investorsinto beieving thet the developer could dl thelots

153.  The Court doesnat fully shere either of those views. Although there are serious problems
with the project, the Court is persuaded that Mr. Sarbaz and Mr. Fitzgerdd are making effortsto seethe
project succeed. While the project is burdened with subgstantid debot and the developer may not be ableto
repay bondholders with revenues from the project, the Court cannat conclude that Rancho Lucermeisa
Ponzi scheme designed purdly to defraud investors. However, the mere fact that the development might
be finanddly feesble is not enough to free the defendants from ligbility. In atempting to sl the project to
investors, the defendants must have refrained from making any materid misrepresentations regarding the
deve opment, and they mug have disclosad dl materid facts necessary to make thar representations not
midesding.
F. The Standard of Carefor Municipal SecuritiesUnderwriters

154. The Court findsthat the SEC is not required to submit evidence regarding the Sandard of
care for municipa securities underwriters: Negligenceistypicaly ajury determination based on an
objective gdandard. The defendants falled to establish that the Commisson must submit evidence regarding
the generd practices of underwriters

155. Inthedternative, even if the SEC were required to submit evidence regarding the gandard
of carefor municipa securities underwriters, the Court finds thet the SEC presented aufficient evidence to
mest its burden. Thetestimony of Mr. Gibbons, Mr. Stede, Mr. Reicher, and Mr. Fitzgerdd al described
dandard industry practicesin evauating the feesibility of aland development project and the propriety of a
debt issuance on such aproject. In particular, Mr. Reicher tedtified thet it is Sandard practice to peform a
disoounted cash flow andyss Significantly, Mr. Fitzgerdd acknowledged that his firm iswel-qudified to
perform such an andyss Mr. Fitzgerdd dso tedtified regarding the sandard of care in the underwriting
busness, as he spant alarge portion of histestimony describing the segpsinvolved in adue diligence
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investigation.

156. The SEC d0 presented (and the Court took judicid natice of) the Disdlosure Guiddines
for Land-Basad Securities (“Guiddines’) published by the Cdifornia Debt and Invesment Advisory
Commisson. Mr. Fitzgerdd testified thet heis aware of and has reed portions of the Guiddines Although
that document does not creste alegd obligation on underwriters, see Guiddines, Executive Summary & iv,
it does provide generd sandards thet municipd securities underwriters should follow in issuing municipa
debt on land developments.

157.  Fndly, the materidity of information to investors does not require the presantation of
evidence. Ingteed, the Court asthe finder of fact can determine whether areassonable investor would
regard cartain information as Sgnificant.

G. TheAlleged Misrepresentations and Omissions Committed by the Defendants

158.  The SEC dlegesthat in preparing and dissaminating the Ninth Offidd Statement, the
defendants made materid misrepresentations and omitted materid facts necessary to make the Satements
medein the Ninth Officid Statement not mideeding. The Commission dleges thet the defendants mede
misrepresentations regarding: (1) thetota debt on the property; (2) the possibility thet the bonds could be
repaid and the appraised vaue of the property acting as security for the bonds; (3) the use of the proceeds
from the nine offerings, and (4) the nature of the Colony and Hertd contracts.

1. The Total Amount of Debt Incurred on the Project

159.  TheNinth Officid Statement lists the amount of debt issued and outstanding on seven of the
eight prior offerings. See Ex. 419 a& 8. The Statement does nat, however, provide asinglefigure
identifying the total amount of debt on the project. Ingtead, an investor would have to add the totals from
the offerings described in the Ninth Offidd Statement to cadculate the tota amount of debt on the project.

160. Maerdy informing investorsthat there are a sries of encumbrances on the project and thet
thereisarisk that the deve oper will not be able to repay bondholders with revenue from the project does
not meaeningfully disdose the scope of the delat on the project. Without a comprehensive understanding of
the delot sructure of the project, an investor cannat appreciate the true magnitude of therisk thet the

e 7 TheNinth Offidd Slatement doesnot discl osetheexigence of the FHrst Offering, which hasbeenfully
retired.
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deve oper will not be able to repay bondholders Moreover, there isa subgtantid likelihood that the
disclosure of thetotd amount of debt incurred on the project--in asingle figure or in acomprenensve table
rather than buried in along lig of offerings-would have been viewed by areasonabdle invetor as having
sonificently dtered the totd mix of information mede available. Accordingly, the defendants omitted a
materid fact--the totd debt on the project and the debt’ s Sructure--that was necessary in order to meke
the statements made in the Officid Statement, in the light of the dircumstances under which they were made,
not mideeding.

161. During the course of thetrid, Mr. Ftzgerdd assarted that he did not view the overdl debt
on the project to be asrdevant asthe debt on the individua parcels of security property for each offering.
In the Court’ s view, thet testimony lacked credibility. Indeed, the Ninth Officid Statement citesthe so-
cdled “merchant builder” contracts with Colony and Hertdl as evidence thet the project is on the verge of
producing revenue even though some of those contractsinvolved areas that weere not part of the security
property for the Ninth Offering.

162. The Court finds that the defendants departed from the sandard of care for underwriters by
faling to disdasein ameaningful way in the Ninth Offica Statement the tota delot on the project and the
gructure of the debt. Mr. Fitzgerdd and PGG should have known thet areasonable investor would regard
thetota debt on the project and its structure as having sgnificantly dtered the totd mix of informeation mede
avalabdle

2. The Developer’s Ability to Repay Bondholdersand the Appraised Value of
the Property Acting as Security for the Bonds

163. The SEC ds0 assatsthat the Ninth Offidd Statement makes materid migrgpresentations
regarding the developer’ s ahility to repay bondholders with revenues from the project and the vaue of the
property acting as security for the bonds. 1n support of its contention, the Commission points to the reports
submitted by Mr. Gibbons and Mr. Stede, the problemsin Mr. Hill’s gopraisa, and the fallure of the
developer or the defendants to obtain adiscounted cash flow andyss

164. TheOffidd Satement indicates thet the vaue of the security property mugt increese before
sdesof acreage or lots will generate aufficient proceeds to pay bondholders. See Ex. 419 at 40.

Moreover, asthe Court has previoudy conduded, see 1 110 supra, there is a possibility--however remote-
-thet bondholders might be repaid from project revenues. Asareault, a thetime of dosing, the Ninth
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Officdd Statement did not contain express misepresentations regarding the developer’ s aallity to repay
bondholders, dthough it did contain materid omissons as destribed dsewhere in this section that medeit
impossble for investorsto accuratdy gauge the risk of default.

165. Itiscentrd to the Court’s andyss that the defendants were not aware of Mr. Gibbons or
Mr. Sted€ sreports at the time of the Ninth Offering, nor were they aware of some of the spedific
problemswith Mr. Hill’sgppraisas. 1t would undoubtedly dter the Court’sandysisif the defendants hed
been aware of those reports prior to the Ninth Offering or if the defendants perform additiond offeringsin
thefuture. Smilarly, the defendants have now been placed on natice regarding therr failure to obtain a
discounted cash flow andysis for the project.

3. The Use of Proceeds from the Nine Offerings

166. The Ninth Officd Statement does not disdose how the devel oper intended to use the
procesds from the earlier offerings, let done how the deve oper actudly soent those funds. How the
deve oper has used the proceeds from the eight earlier offeringsis rdevant to an investor because it
indicates whether the developer is using the proceeds wisdly to condruct infrastructure and develop the
project or whether the devel oper is squandering bondhol der’ s resources on other expenses.

167. TheNinth Offidd Statement does disdose how the developer anticipates using funds from
the Ninth Offering. See Ex. 419 a 9-10. Moreover, the Statement predicts thet the bonds will be subject
to aremarketing agreement. Seeid. a 45. The Officd Statement indicatesthat falureto fully sdl the
Ninth Offering may prevent the deveoper from fully funding the Acguistion Fund. Seeid. a 10. Itdso
datesthat thefalureto sl dl of the bonds could dday the completion of the public golf courseand
thresten the sdle of the security property, thereby undermining the developer’ s aaility to repay bondholders
Seeid. at 46.

168. However, while the Statement indicates that the developer may not be adleto pursue dl of
the anticipeted tasksif the Offering does not fully sdll, the Siatement does not reved in what order the
developer will pend proceeds from the Ninth Offering in thet event. In other words, while the Statement
disdloses that the devel oper will nat be able to accomplish everything he hopesiif the Offering does nat fully
s, the Stlatement does nat disclose which steps are the highest priority for the developer.

169. How the devedoper will use the proceeds from aless then fully sold Ninth Offering is
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relevant because it demondrates to an investor whether the developer is using the bond procesds wisdly. If
the deve oper is usng as much of the proceads as possble to condruct additiond infrasructure in the
resdential development and the golf course, thereisagreater likdihood that the project will begin to
generate revenues to repay the bondholders. However, if the developer is using the proceeds to purchase
land from entities controlled by Mr. Sarbaz and his family members a arguably inflated prices then a
progpective bond purchasar might be less sanguine about the passibility of being repaid.

170. Thereisasubdantid likdihood thet the disdosure of how the devel oper intended to use
and actudly used earlier bond proceeds and how the devel oper intended to use proceeds from the Ninth
Offering if it did nat fully sdl would have been viewed by aressonabdle investor as having sgnificantly
dtered the totd mix of information made available. Accordingly, the defendants omitted ameterid fact--
how the developer intended to and actudly used earlier bond proceeds and how the developer intended to
use proceeds from the Ninth Offering if it did not fully sdl--that was necessary in order to make the
datements madein the Officd Statement, in the light of the drcumstances under which they were made, not
mideading.

171. The Court findstha the defendants departed from the sandard of care for underwriters by
failing to disdose in the Ninth Officid Statement how the developer intended to use and actudly used the
proceeds from earlier offerings and how the deve oper will use the proceeds from the Ninth Offering if it is
not fully sold. Mr. Ftzgerdd and PGG should have known that areasonable investor would regard thet
informetion as having Sgnificantly dtered the tota mix of information mede avaladle

4. The Developer’s Contractswith Potential Buyers of the L ots

172. TheOffidd Statement describes the Colony and Hertd contracts as sdesto “merchant
builders” Ex. 419 & 27; see Section |.E.4 supra, i 127-137. Colony isnot a merchant builder, and both
the Colony agreements and the Hertd agreement more dosdly represent option contracts than bonafide
sdesto homebuilders Moreover, while the Officid Statement discloses the contingencies present in eech
contract, it does not reved that the contracts contain liquidated damages provisions that engble Colony and
Hertd to cancd the agreements with very smdl pendties

173. Thereisasubgtantid likdihood thet the disdosure of the true nature of those contracts and
Colony’sidentity asared edtate broker rather than as amerchant builder would have been viewed by a
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ressonable investor as having sgnificantly dtered the total mix of information made avallable, asthat
information suggests thet the devel oper has not been adle to obtain genuine contracts to Al lotsin Rancho
Lucerne and that bondholders are therefore less likdly to be repaid from project revenues. Accordingly,
the defendants made amaterid misrepresentation regarding Colony’ sidentity asahome builder (and a
corregponding omisson regarding itstrue identity as ared edtate broker) and omitted meaterid facts
regarding the true nature of those contracts thet were necessary in order to make the datements madein
the Offidd Statement, in thelight of the circumstances under which they were made, not mideading.

174.  Asfor the defendants characterization of the contracts, the Court finds thet the defendants
departed from the gandard of care for underwriters by faling to disdose in the Ninth Offida Statement the
true nature of the contracts, egpedidly the presence of the liquidated damages provisons. Mr. Fitzgerdd
and PGG should have known thet areasonable investor would regard thet information as having
sgnificantly dtered the tatal mix of information mede avalade

175. Asfor the ddfendants misrepresentation that Colony was amerchant builder and omisson
of Colony’strueidentity asared etate broker, the Court finds thet the defendants' conduct represented
an extreme departure from the gandards of ordinary care which presented adanger of mideading bond
purchesers that was ether known to the defendants or was o obvious that they must have been aware of
it. Because Mr. Sarbaz told Mr. Fitzgerad that Colony was not amerchant builder, the defendants knew
or should have known that the Offida Statement was false and mideading. Indead, given the pressure Mr.
Htzgerdd exerted on Mr. Sarbaz to obtain contracts with merchant builders to show to investors, see 135
upra, the Court infersthat Mr. Fitzgerdd may have intentiondly mischaracterized the neture of the Colony
contract. The Court dso findsthat Mr. Fitzgerdd' s tesimony asto the Colony contract was not credible.
Accordingly, the Court finds that the defendants acted with scienter in committing materid
misrepresentations and omissons regarding Colony.

176. The defendants have failed to establish thet they rdied in good faith on their counsd in
preparing the Officid Statement. To establish good fath reiance on the advice of counsd, the defendants
must show thet they: “(1) made acomplete disclosure to counsd; (2) requested counsd’ s advice asto the
legdlity of the contemplated action; (3) recaived advice that it waslegd; and (4) rdied in good fath on that
advice” SEC v. Goldfield Deep Mines Co,, 758 F.2d 459, 467 (Sth Cir. 1985) (quoting SEC v. Savoy
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Industries, Inc., 665 F.2d 1310, 1314 n.28 (D.C. Cir. 1981)). Evenif the defendants establish aclam of
reliance on counsd, thet rdiance is only one factor to be congdered in determining the propriety of
inunctiverdief. See Gadfidd, 758 a 467 (determining that adidrict court did not abuse its discretion in
determining that a permanent injunction was gopropriate). Here, Mr. Fitzgerdd did not disdoseto PGG's
counsd that Colony was ared edtate broker rather than amerchant home builder. Because he did not
meake a complete disclosure, Mr. Fitzgerad cannot assart agood faith rdiance on counsd.®

5. The Court’s Conclusions Regarding the Alleged Misrepresentations

177. TheCourt findsthat Mr. Fitzgerdd was the centrd figure in obtaining financing for the
Rancho Lucerne devdopment. He was more experienced and knowledgesble regarding the finencing then
ether the devdoper or members of the DTPFA. Asarealt, other than the information submitted by Mr.
Sabaz, Mr. Ftzgerdd was essentidly solely respongble for the accuracy of the Offidd Statements
Indesd, the testimony of Mr. Jm Woody demondrates that the Authority was essentidly ashell
organization through which the defendants could perform the finanding rather then an active
participant in the offerings® Mr. Fitzgerdd a0 drafted the term sheet for the Ninth Offering and otherwise
played an active rale in the development.

178. Mr. Ftzgerdd was presented with a series of warnings that the project wasin trouble, but
he conggently moved forward in pite of those problems. He ignored the Size of the debt burdening the
property and the lack of any discounted cash flow andysis of the project, the problems with Mr. Hill’s
goprasa asrasad by the LVUSD, the recommendationsin the Tyee report thet any financing for Mr.
Sarbaz be conditioned on persond guarantees, the short maturity dates for the bonds, the condgently
inaccurate predictions of Mr. Sarbaz, and the use of proceeds from the nine offerings to purchase land, pay
the underwriter, and retire earlier debt rather then to condiruct infragtructure. While the Ninth Officid
Satement may have disdossd many of these problems, the accumulaion of negative information about the
project persuedes this Court that Mr. Fitzgerdd was negligent in saverd ways and reckless in one indance

¢ Evenif Mr. thgerdd hed disclosad Colony's true identity to his counsd, the defendants falled to
present evidence that Mr. Hizgerdd or PGG rdied in good faith on that advice. Accordingly, the defendants
lack both afactud and alegd bassfor agood fath reiance on counsd defense

s Whilesome of themembersof theearlier autharitieswere more activein reviewing the bond offerings

(eg., the LVUSD), there is no evidence thet current members of the DTPFA engege in any such stringent
review of the Offidd Statements
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in committing cartain materid miggpresentations and omissonsin the Statement.

179. Counsd for the defendants aite Mr. Htzgerdd' s extendve involvement as evidence thet he
was diligent in ascertaining the feaghility of the project. However, Mr. Fitzgerdd's centrd role does not
necessaxily meen that he was legitimetdly concerned with whether his firm should undewritethebonds. His
conduct equaly suggeststhat he hed avested interest in moving the offerings forward because of the fees
he earned as an underwriter and the progpect for sharing in the devd oper’ s prafits through U2ivever.

180.  Indeed, the Court did nat find Mr. FHizgerdd' s testimony paticulaly credible. His
testimony that he bdlieved that the Authority should Smply disdase dl of the problems with the project and
then let investors decide rang hollow. The Court discerns an overdl pattern of disclosng just asmuch
informetion to investors asis necessary to dam that the Officd Satements are literdly true without giving
investors atrue sense of the project’ s gaus

181. Thus the Court concludesthat the defendants committed a series of three meterid
misrepresentations and/or omissonsregarding: (1) the total amount and Sructure of the debot incurred on
the project; (2) the use of proceads from the nine offerings; and (3) the developer’ s contractsto sl the
lots. The Court findsthat Mr. FHitzgerdd acted negligently asto dl three of those omissonsor
misrepresentations and that he acted with scienter asto the third omission and misrepresentation. *©
H. The Procedural History of the Suit

1. The Temporary Restraining Order

182. The SECfiled the present action on December 27, 2000. At the sametime, the
Commisson dso goplied for atemporary redraining order (*TRO”) and a prdiminary injunction to prohibit
the defendants from sdlling or atempting to sl any securitiesissued by, on bendf of, or for the benfit df,
the DTPFA, the project, and Padific Galf.

183. TheHonorable Vaughn R. Waker, acting as the duty judge, heard the gpplication on
December 27, 2000. Although Judge Welker did not prevertt the dosing of the Ninth Offering, he did issue
aTRO that required any gross proceeds from prior sdes of the bonds condituting the Ninth Offering to be

1o These findings should not be congtrued to Suggest thet the defendants are not obligated to perform
additiond disdosuresin future offerings (if of the negativeinformation thet they learned a trid for thefirg
]ylme as;:aif:ha_sthe reports submitted by Mr. Gi and Mr. Stedeand the need to perform adiscounted cash

ow andyss
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retained by the issuer’ s trustee and that prohibited the defendants from sdlling any bonds pursuant to a
remarketing agreement pending ahearing on the gpplication for preiminary injunction. The Sated purpose
of the TRO wasto preserve dl proceads from the sdle of the Ninth Offering so that such proceeds could
be returned to the purchasars of those bonds should this Court so direct.

2. ThePreliminary Injunction Hearing

184. The Court st ahearing on the SEC s gpplication for aprdiminary injunction for January
19, 2001. At that hearing, this Court decided thet it needed amore complete factud record to reach a
decison, 0 it ordered that the hearing on the prdiminary injunction be consolidated with afull trid onthe
merits pursuant to Federd Rule of Civil Procedure 65(8)(2). The Court scheduled thetrid to begin on
Monday, January 29, 2001. The Court aso ordered counsd for the parties to meet and confer concerning
the precise issues to be tried, what discovery (if any) should be taken, and any other issues affecting the
trid.

3. TheTrial on a Permanent Injunction of the Ninth Offering

185. At afurther pretrid hearing on January 23, 2001, the parties agreed to limit this
proceading to the question of whether the Ninth Offering should be permanently enjoined by the Court,
leaving the other issues raised in the SEC's complaint for alater proceeding. The parties dso agreed that
evidence regarding the earlier eight offerings would be admitted only asit rdaed to the defendants date of
mind and that dedarations previoudy submitted for the gpplication for a prdiminary injunction would not be
admitted in lieu of tesimony. The defendants made alimited waiver of thar right to ajury trid soldy asto
the determination of facts necessary to the Court’ s decison regarding whether to grant a permanent
injunction againg the defendants. Thetrid was held from Monday, January 29, 2001 to Wedneday,
February 7, 2001.

II. CONCLUSIONSOF LAW

A. The Standard for a Permanent Injunction under Federal SecuritiesLaws

1. “The granting or denying of injunctive rdief *rests within the sound discretion of the trid
court.”” SECv. Fehn, 97 F.3d 1276, 1295 (Sth Cir. 1996) (quoting SEC v. Goldfield Desp Mines Co. of
Nevada, 758 F.2d 459, 465 (9th Cir. 1985) (citing SEC v. Arthur Young & Co., 590 F.2d 785, 787 (Sth
Cir. 1979))).
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2. An gppdlate court reviews adidrict court’s grant of a permanent injunction for an abuse of
discretion or an erroneous gpplication of thelaw. See Fehn, 97 F.3d at 1295 (citing United Siatesv.
Yaooubian, 24 F.3d 1, 3 (Sth Cir.1994)).

3. To obtain a permanent injunction, the SEC mugt show thét thereisa“reasonable
likdihood” of future violations of the federd securitieslavs Fehn, 97 F.3d a 1295 (citing SEC v. Murphy,
626 F.2d 633, 655 (9th Cir.1980)). Whilethereisno per serule requiring the issuance of an injunction
when the SEC demondrates a padt vidlaion, the existence of pagt violaions may give riseto an inference

that there will be future violations, and the defendant’ s current compliance with the law does not mean an
injunction isimproper. See Fehn, 97 F.3d a 1295 (citing SEC v. Koracorp Indus., Inc., 575 F.2d 692
(Sth Cir. 1978); Murphy, 626 F.2d at 655).

4, Predicting the likdihood of future violations requires a court to assess the totdity of the

drcumdances, consdering such factorsas “(1) the degree of stienter involved; (2) the isolated or
recurrent nature of the infraction; (3) the defendant’ s recognition of the wrongful neture of his conduct; (4)
the likelihood, because of defendant’ s professiond occupetion, thet future violations might oceur; (5) and
the Snceity of hisassurances againg future violations”  Fehn, 97 F.3d a 1295-96 (citing Murphy, 626
F.2d at 655).

B. The Standardsfor Violating the Federal SecuritiesL aws

5. The SEC dlegesthat the defendants vidlated the antifraud provisions of section 17(g)(2),
(2), and (3) of the Securities Act of 1933 (“the Securities Act”), 15 U.S.C. § 77u(a), and Section 10(b)
and Rule 10b-5 of the Securities Exchange Act of 1934 (“the Exchange Act”), 15 U.S.C. § 78j(b); 17
CFR. §240.100-5, by sling securities that they knew or should have known would result in asubgtantid
loss and by meking meterid misrepresentations or omissonsin connection withthose sdles The SEC ds0
aststha the defendants violated Municipa Securities Rulemaking Board (‘M SRB”) Rule G-17 and
section 15B(c)(1) of the Exchange Act, 15 U.S.C. § 780-4(c)(1).

6. Section 10(b) providesthat it is unlawful to “use or employ, in connection with the purchase
or sde of any security . . . any manipulaive or deceptive device or contrivance in contravention of such
rules and regulations as the Commisson may prescribe as necessary or gppropriate in the public interest or
for the protection of investors” 15 U.S.C. 8 78j(b) (West 2000). Rule 10b-5, which implements section
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10(b), provides

It Shdl be unlawful for any person, directly or indirectly, by the use of any means or indrumentdlity
of interstate commerce, or of the mallsor of any faality of any nationa securities exchange,

Toem device, cheme, or atifice to defraud,
Eg% To maﬁle(:)y anya%ntrue Satement of amaterid fact or to omit to Sate amaterid fact necessary

in order to make the Satements made, in the light of the circumstances under which they
were made, not mideading, or _ _
(©  Toengageinany adt, practice, or course of business which operates or would operae asa
fraud or decet upon any person, in connection with the purchase or e of any security.
17 C.F.R. 8 240.10b-5 (West 2000).
7. Saction 17(a) of the Securities Act contains three subsections subgantidly identicd to the
three provisons of Rule 10b-5. That section provides

It shdl be unlawful for any personin the offer or sdle of any securities by the use of any meansor

ingruments of trangportation or communication in intersate commerce or by the use of the mails

directly or indirectly-- _ »

(1) ~ toemploy any device, scheme, or atifice to defraud, or

(2)  toobtan money or property by meansaf any untrue Satement of amaterid fact or any
omission to date amaterid fact necessaxy in order to make the Satements made, in the light
of the drcumstances under which they were made, not mideading, or

(3  toengagein any transaction, practice, or course of busness which operates or would
operate as afraud or decat upon the purcheser.

15U.S.C. 8 77q(a) (West 2000).

8. Smilarly, MSRB Rule G-17 provides “In the conduct of its municipa securities busness
each broker, deder, and municipd securities deder shdl ded fairly with al persons and shdl not engagein
any deceptive, dishones, or unfarr practice” SEC v. Dain Rauscher, Inc., 1999 WL 1425400, at *2
(CD. C4d.) (quoting Rule G-17).1*

9. Saction 15B(c)(1) of the Exchange Act provides. “No broker, deder, or municipa
securities deder hdl make use of the mails or any means or indrumentdity of interstate commerceto effect

any transaction in, or to induce or atempt to induce the purchese or sdle of, any muniapa security in
contravention of any rule of the Board.” 15 U.S.C. § 780-4(c)(1) (West 2000).*2
10. A migepresntaion or omisson ismateid when thereis*a subdtantid likdihood that the

11 A violation of section 17(a) is nat gpprediably diginct from aviolaion of Rule G-17, 0 the Court

need not consder Rule G-17 separatdly. See SEC v. Cochran, 214 F.3d 1261, 1264 n.2 (10th Cir. 2000)

gﬂ%/zing Rule G-17 and section 17(a) together); Dain Rauscher, 1999 WL 1425400, at * 2 (noting thet Rule
-17 requires at leest negligence).

12 Aswith RuleG-17, section 15B(c)(1) Smply appliessections 10(b) and 17(a) to municipa securities
deders. Accordingly, theCourt need not consider section 15B(c)(1) separately from sections10(b) and 17(a).
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disdosure of the omitted fact would have been viewed by the reasonable investor as having sgnificantly
dtered the ‘total mix' of information made avallable” TSC Indus, Inc. v. Northway, Inc., 426 U.S. 438,
449 (1976); see Badic, Inc. v. Levinson, 485 U.S. 224, 231-32 (1988) (quoting TSC Industries and
adopting its sandard in the context of section 10(b) and Rule 10b-5). A defendant’ s satements“must be
viewed as part of a‘mosac’ to seeif those Satements, in the aggregate, created amideading impresson. . .
. [T]he proper test isnat theliterd truth or the materidity of each podtive satement, but the overdl

mideading impresson that it combinesto create” In re Genentech, Inc., Securities Litigation, 1989 WL
106834, Fed. Sec. L. Rep. 194,544, a *3 (N.D. Cal.) (“Genentech I”); see In re Genentech, Inc.,
Securities Litigation, 1989 WL 137189, Fed. Sec. L. Rep. 194,813 (N.D. C4l.) (“Genentech I17)
(“[W]here datements of adefendant are used to support lighility, they are properly consdered as part of a
rlevant context, rather than inisolation.”). Indeed, the Ninth Circuit has recognized thet a defendant
cannot assart that its Satements are not mideading merdy because every sentence used throughout a
datement is accurate and truthful in and of itsdf. See SEC v. C.R. Richmond & Co., 565 F.2d 1101,
1106-07 (Sth Cir. 1977) (finding that advertisaments were “deceptive and mideading in thar overd| effect
even though when narrowly and literdly reed, no sngle satement of materid fact wasfdse’); Genentech |,
1989 WL 106834, & *3 (discussing CR. Richmond).

11.  Toesablish violaions of section 17(8)(1) of the Securities Act and section 10(b) and Rule
10b-5 of the Exchange Act, the SEC must dso show that the defendants acted with scienter, or an intent to
decave, manipulate, or defraud. In the Ninth Circuit, sScenter may be established by demondrating thet the
defendants acted recklesdy. See Hallinger v. Titan Capitd Corp., 914 F.2d 1564, 1568-69 (9th Cir.
1990) (“Our arcuit, however, dong with ten other dreuits, has hdd that recklessness may stidy the
dement of scenter inaavil action for damages under 8 10(b) and Rule 100-5.”). In Hallinger, the Ninth

Circuit defined recklessness in the securities context:
[R]eckless conduct may be defined as ahighly unreesonable omisson, invalving not merdy
smple, or even inexcussble negligence, but an extreme departure from the standards of
ordinary care, and which presents adanger of mideading buyers or sdlersthat isether
known to the defendant or is So obvious that the actor must have been aware of it.

Id. a 1569 (quoting Sundstrand Corp. v. Sun Chem. Corp., 553 F.2d 1033, 1044-45 (7th Cir. 1977)).
12.  Forvioaionsof ssction 17(a)(2) or (3) of the Securities Act, however, the SEC only has

to show that the defendants acted negligently. See Aaron v. SEC, 446 U.S. 680, 697 (1980) (“Itisour
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view, in sum, that the language of § 17(a) requires scienter under 8§ 17(a)(1), but not under 8 17(a)(2) or §
17(8)(3).”). To edtablish negligence, the SEC must show thet the defendants failed to conform with the
dandard of care that areasonable underwriter in the muniapa securities market would exerdse. See Dan
Rauscher, 1999 WL 1425400, at *2; see dso SEC v. Hughes Capitd Corp., 124 F.3d 449, 453-54 (3d
Cir. 1997) (defining negligence in the securities context as the failure to exercise ressoncble care or

competence).

13.  Thus to edablish avidaion of the securities laws, the SEC mugt prove @ leest one of the
fallowing three propodtions (1) that the defendants employed adevice, scheme, or attifice to defraud, and
thet the defendants acted with scienter in employing thet device (thereby establishing aviolaion of Rule
10b-5(8) and section 17(3)(2)); (2) that the defendants made an untrue satement of materid fact or
omitted amaterid fact necessary in order to make the Satements made, in the light of the drcumgtances
under which they were made, not mideading, and that the defendants acted with scienter (aviolation of
Rule 10b-5(h)) or negligence (aviolation of section 17(8)(2)); and (3) thet the defendants engaged in an
act, practice, or course of business which operates or would operate as afraud or deceit, and that the
defendants acted with scienter (aviolation of Rule 10b-5(c)) or negligence (aviolation of section 17(8)(3)).
C. Whether the Defendants Violated the Federal SecuritiesLaws

1. Whether the Defendants Employed a Deviceto Defraud: Rule 10b-5(a)
and Section 17(a)(1)

14.  The Court condudesthat the defendants did not employ adevice, Scheme, or atificeto
defraud in vidlation of either Rule 10b-5(a) or section 17(a)(1).

2. Whether the Defendants Made Material Misrepresentations or
Omissions: Rule 10b-5(b) and Section 17(a)(2)

15.  The Court condudes thet the defendants made untrue atements of materid fact and/or
omitted materid facts necessary in order to make the Satements made, in the light of the drcumdtances
under which they were mede, not mideading. Spedificaly, the Court condudes thet the defendants
committed materid migrepresentations and/or omissonsinthreeareas. (1) the tota amount and structure of
the debt incurred on the project; (2) the use of proceeds from the nine offerings; and (3) the devdoper’s
contractsto sdl thelots. The Court condudes that the defendants acted negligently asto dl three of those
aress, thereby violating section 17(8)(2), and thet the defendants acted with stienter asto thethird areain
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characterizing Colony as amerchant builder, thereby vidlating Rule 10b-5(b).

16.  Both PGG and Mr. Ftzgerdd are lidble for the migrgpresentations and omissonsin the
Ninth Offering. Under section 20(8) of the Exchange Act, 15 U.S.C. § 78t(a), and section 15 of the
Securities Act, 15 U.S.C. § 770, aperson who controls another person or entity isjointly and severdly
lidble with the controlled entity unless the contralling person acted in good fath and did not directly or
indirectly induce the act or acts condituting the violaion or cause of action. Mr. FHtzgerdd was a control
person of PGG, and he has failed to establish that he acted in good faith and did not directly or indirectly
induce the act or acts condtituting the violation or cause of action.

3. Whether the Defendants Engaged in a Practice that Operatesasa
Fraud: Rule 10b-5(c) and Section 17(a)(3)

17.  The Court findsthet the defendants did not engegein an act, practice, or course of busness
which operates or would operate as afraud or decdt in violaion of ether Rule 10b-5(c) or section
17(38)(3) a thetime of the dodng of the Ninth Offering. However, given the negative informetion that the
defendants learned &t trid, induding the need to obtain a second independent gppraisal and a discounted
cash flow andyss the Court expresdy limitsthis condusion to the context of the Ninth Offering & thetime
of dosing. The Court takes no position regarding whether any future sdes of the bondsin the Ninth
Offering would condtitute engaging in a practice thet operates asafraud in light of thet evidence.

D. Whether the Court Should Issue a Permanent Injunction Dueto a Reasonable
Likelihood of Future Violations

18.  Todeemine whether to issue a parmanent injunction in light of the vidlations of the
securities laws committed by the defendants, the Court must decide whether thereis areasonabdle likelihood
that the defendants will commit future vidlations: As described previoudy, see Section |1LA supra, 11 3-4
(outlining the dandard for a permanent injunction under the securities laws), the Court mugt make thet
judgment by assessing the tatdity of the drcumdtances and congdering: (1) the degree of scienter involved;
(2) theisolated or recurrent nature of the infraction; (3) the defendant’ s recognition of the wrongful nature
of his conduct; (4) the likdlihood, because of defendant’ s professond occupation, thet future violations
might oocur; and (5) and the Snoerity of his assurances againd future violations

19.  Frg, the SEC has edablished that the defendants acted with scienter in characterizing
Colony asamerchant builder.
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20.  Second, the Court condudes that the defendants’ infractions are not mere isolated incidents
but indtead are arecurring fegture of the defendants practices. While the Ninth Officd Statement isfull of
negative disdlosures about Mr. Sarbaz and the devd opment, this Court’ sreview of the extensve record in
thiscase leadsit to bdieve that Mr. Fitzgerdd has ahigory of being investigated for his securities practices
and making only the bare minimum disd osure necessary to avoid lighility. Given how the defendants have
disdosed certain factsin the Ninth Officid Statement, the Court has little confidence that they will refrain
from mideading investorsin the future. Moreover, any subsequent sdes of bonds from the Ninth Offering
(or any future offerings) could easily repesat the mideading Satements identified in these findings absent an
inunction.

21.  Third, the defendants have recognized that the Ninth Offidd Satement ismideading in
seved respects and have represented thet they will supplement the Ninth Offica Statement to address
those problems. Indeed, the defendants proposed findings of fact consstently concede that the Officid
Satement contains & least one inaccuracy and could be made more dear. The defendants dso argue thet
the Court will retain juristiction over the remainder of the SEC' s complaint asit rdaesto the earlier eight
offerings, enabling the Court to ensure thet the defendants comply with the securitieslaws. 1n addition, the
defendants have represented that they will permit bondholders who purchased securitiesin the Ninth
Offering to rescind thelr transactions.

22.  However, the Court does not regard the defendants representations at trid as sufficient to
prevent issuing an injunction. If defendantsin generd were dble to vidlate the securities laws and then
smply pledge to disdose harmful evidence thet arose at trid (even evidence previoudy known to them thet
condtituted the factud baasfor the violaions), there would be little incentive to comply with the securities
lawsin thefird indance. Faced with acourt skepticd aout its disdosures, any defendant would express
wholeheartedly itswillingness to supplement its satements. Thus, these defendants assurances are not
enough to persuade this Court thet they will refrain from future violations

23.  Fourth, the defendants are undoubtedly in a position to commit future violaions because of
their professond occupation. In fact, the Ninth Officd Statement even suggests that the developer is
contemplating another bond offering in the soring of 2001. Moreover, the defendants will continueto sl
remarketed bonds absent an injunction.
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24.  Ffth, having heard the tetimony and seen the demeanor of Mr. Fitzgerdd, the Court does
not find the defendants assurances againg future violaionsto be credible.

25.  TheCourt therefore condudes that thereis areasonable likelihood thet the defendants will
commit future vidlaions absent an injunction.

CONCLUSION

For the foregoing reasons, the Court finds that the defendants have committed severd violaions of
section 17(a)(2) and one vidlation of Rule 10b-5(b) by making materid misrepresentations or omitting
materid factsthat are necessary to meke the statements made not mideading. The Court dso finds thet
thereis areasonadle likdlihood of future vidlations absent an injunction. Accordingly, the Court hereby
determines that an injunction againg Mr. Fitzgerdd and Padific Genesisis gppropriate and GRANTS the
SEC s goplication for a permanent injunction. The parties shdl submit proposed forms of injunctive relief
by Thursday, February 15, 2001, & 3:00 p.m., and the Court will hold ahearing on the form of injunctive
reief on Friday, February 16, 2001 a 11:00 am. The TRO shdl continuein effect until the Court issues
the permanent injunction.

IT ISSO ORDERED.

Dated:

CHARLES R BREYER
UNITED STATES DISTRICT JUDGE
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